AGENDA ITEM #5.
April 10, 2007

Action
MEMORANDUM

April 6, 2007

TO: County Council

FROM: Stephen B. Farber, Council Staff Director &'f‘
o
SUBJECT:  Resolution to approve a five-year funding schedule for County agencies’ annual
required contribution for Other Post Employment Benefits (OPEB)

On March 19 the Management and Fiscal Policy Committee unanimously recommended
that the Council approve the subject resolution, which is attached on ©A-B. The Council
introduced the resolution on March 27.

The Governmental Accounting Standards Board (GASB) has issued Statement No. 45,
Accounting and Financial Reporting by Employers for Post Employment Benefits Other than
Pensions (OPEB). The benefits involved are chiefly retiree health and life insurance benefits, as
distinct from pensions.

Starting in FYO08, jurisdictions with more than $100 million in annual revenue must
disclose their liability for OPEB. Most governments now fund these benefits on a pay-as-you-go
basis to cover the annual expense for current retirees. The accrual standard in GASB 45 requires
disclosure as well of the expense for employees who may one day be entitled to a benefit.

Fiscal Impact for the Tax-Supported Agencies

GASB 45 does not require funding the accrued expense, but credit rating agencies expect
that AAA jurisdictions like the County will do so. Based on the four tax-supported agencies’
current actuarial valuations, full pre-funding of the annual required contribution (ARC) would
cost $240.0 million in FY08. Of this amount, the additional cost, apart from the annual pay-as-
you-go expense, would be $159.5 million in FY08.

The resolution before the Council calls for a five-year phase-in of this additional
amount, starting with $31.9 million in FY08. This cost will rise by a larger increment in
each of the next four years until it reaches $187.7 million in FY12. A new actuarial
valuation or plan design could change this amount. For a summary of FY08 OPEB costs
by agency, see ©19.



Starting in February 2003, when GASB issued exposure drafts, the MFP Committee and
the agencies were among the first state and local officials to address this issue. Since then the
. Committee has received regular updates from the agencies’ finance, budget, benefits, and legal
staffs. The Committee’s most recent update from the Multi-Agency OPEB Work Group was on
March 19. The packet prepared for that update contains important background information and
1s attached starting on ©C.

The Executive has included the $31.9 million amount for the first-year phase-in cost
in his recommended FY08 operating budget. (The individual agencies also included their
share in their own budget proposals.) The April 5 memo from the Executive on ©36-50
outlines the reasons for his position on this issue. The memo describes in detail the four-
year history of the County’s work and its extensive interactions with the rating agencies.

On March 27 Councilmember Floreen requested information on how other AAA rated
jurisdictions are addressing this issue. The chart on ©51 provides the information that the
Finance Department has developed to date. The chart lists Baltimore, Carroll, and Howard
Counties as having chosen a five-year phase-in (or less), with Prince George’s at 10 years. It
also notes the more restrictive provisions, and lower costs, that some other jurisdictions have for
retiree health benefits. Finance Director Jennifer Barrett will be present to discuss the chart and
respond to questions.
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Resolution No:
Introduced: March 27, 2007
Adopted:

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: County Council

Subject: Five-Year Funding Schedule for County Agencies’ Annual Required Contribution for Other Post
Employment Benefits (OPEB)

Background

1. The Governmental Accounting Standards Board (GASB) has issued Statement No. 45, Accounting and
Financial Reporting by Employers for Post Employment Benefits Other Than Pensions, which addresses
how state and local governments should account for and report their costs and obligations related to
Other Post Employment Benefits (OPEB).

2. County agencies (the County Government, Montgomery County Public Schools, Montgomery College,
the Washington Suburban Sanitary Commission [WSSC], and the Maryland-National Capital Park and
Planning Commission [M-NCPPC}) are required to disclose their OPEB liabilities in their financial
statements, starting with the fiscal year beginning July 1, 2007 (FY 2008).

3. In November 2006 the County obtained actuarial valuation information addressing the extent of the
County’s hability to its retirees for Other Post Employment Benefits as of July 1, 2006. Other County
agencies have also obtained, or are in the process of obtaining, similar actuarial valuations. The OPEB
reports are subject to a number of actuarial and economic assumptions; these assumptions were generally
similar to the assumptions used in evaluating the County agencies’ pension fund liabilities.

4. Based on the assumptions and qualifications stated therein, the OPEB reports concluded that, assuming
full prefunding, the FY 2008 annual required contribution (ARC) for the County, its tax supported
agencies, and the Montgomery County portion of the M-NCPPC is $240.0 million, and the related
actuarial accrued liability (AAL) is $2.6 billion. The most recent ARC for WSSC is $19.1 million, and
the related AAL 1s $200 million.

5. The County has determined that a five-year phase in of the difference between the current pay-as-you-go
amount and the ARC would be a responsible approach to pre-funding, and believes that such an
approach is acceptable to the rating agencies, which will be evaluating the County’s response to the
GASB disclosure requirements and its approach to any obligations to current and future retirees for post-
employment health and other non-pension benefits.

6. Should the County establish a separate OPEB trust, and should the County adopt a written policy of its
intent to phase-in full funding of the difference between the pay-as-you-go contributions and the ARC on
an amortized even basis over a five-year period, it would be appropriate for the County agencies to use,
in their actuarial valuations, a discount rate higher than their operating investment rate for accounting
and budgeting purposes. Absent such a policy, County agencies would be required to record OPEB
liabilities in their financial statement of almost twice as much as liabilities required with such a polié_\
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Resolution No.

Actton
The County Council for Montgomery County, Maryland approves the following resolution:

1. The Council is committed to the responsible fiscal management of the County agencies’ Other Post
Employment Benefit obligations and acknowledges that County agencies intend to establish one or more
Trusts, on or before July 1, 2007 if possible, for such purposes.

2. It is the Council’s policy intent to fund the difference between the OPEB pay-as-you-go contributions and
the annual required contribution, for the tax supported agencies, on an amortized even basis over a five-year
period beginning with Fiscal Year 2008.

3. For WSSC and M-NCPPC, it is the Council’s policy intent to support WSSC’s and M-NCPPC's plans to

implement a five-year phase in of the difference between the OPEB pay-as-you-go contributions and the
ARC beginning with Fiscal Year 2008, in coordination with the Prince George’s County Council.

This is a correct copy of Council action.

Linda M. Lauer
Clerk of the Council



MFEFP COMMITTEE #2
March 19, 2007 '

MEMORANDUM
March 15, 2007

TO: Management and Fiscal Policy Committee
FROM: Stephen B. Farber, Council Staff Directorw

SUBJECT:  Update — GASB Statement on Other Post-Employment Benefits (OPEB)

This update deals with the response of County agencies to Governmental Accounting
Standards Board (GASB) Statement 45, Accounting and Financial Reporting by Employers for
Post-employment Benefits Other than Pensions (OPEB). The benefits involved are chiefly retiree
health and life insurance benefits, as distinct from pensions.

Members of the Multi-Agency OPEB Work Group, who have collaborated very
effectively with each other and with the Committee over the past four years, will be present for
this update. We will hear from County Finance Director Jennifer Barrett and Coatrotler Karen
Hawkins, MCPS Chief Financial Officer Sue DeGraba, M-NCPPC Secretary-Treasurer Patricia
Colithan Bamney, Montgomery College Director of Financial Operations Ken Mullinix, and
WSSC Chief Financial Officer Tom Traber. We will also hear from the Committee’s actuarial
consultant on this issue, Thomas Lowman of Bolton Partners, Inc.

Background

Starting in FYO08, jurisdictions with more than $100 million in annual revenue must
disclose their liability for GPEB. Most governments now fund these benefits on a pay-as-you-go
basis to cover the annual expense for current retirees. The accrual standard in GASB 45 requires
disclosure as well of the expense for employees who may one day be entitled to a benefit.

GASB 45 does not require funding the accrued expense, but credit rating agencies expect
that AAA jurisdictions like the County will do so. Full pre-funding for the four tax-supported
agencies would cost $240.0 million in FY08. Ramping up to full funding of this annual required
contribution (ARC) over a five-year period would cost $31.9 million in FY08 above the pay-as-
you-go expense and a larger increment each year until full funding is achieved in FY12. Fora
summary of FY08 OPEB costs by agency, see ©19.



Previous Work by the Committee and County Agencies

Starting in February 2003, when GASB issued exposure drafis, the Committee and the
- agencies were among the first state and local officials to address this issuc. At the Committee’s
request, the agencies’ finance, budget, benefits, and legal staff met three times in 2003 to
develop a common understanding of relevant questions. They also took an important step by
obtaining valuations of their retirce group insurance obligations as of July 1, 2003.

On November 28, 2003, the Committee revnewod the agencies’ further progress and
agreed that the agencies should:

 Update the actuarial valuations as of July 1, 2006.

o Create a trust — effective July I, 2007 — if the agency has not already done so.

* Asscss the costs and bencfits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

* Assess the full range of options for limiting liability, including collective bargaining
implications that may vary by agency.

* Usc consultant assistance for these tasks that can draw on the growing body of
expenence from other jurisdictions.

* Provide updates to the Committee at lcast twice in 2006 and regularly in 2007 until
implementation begins on July 1, 2007.

¢ Design and implement a communications plan to keep agencies, employees, and the
public informed of developments on this issue.

The Committee received updates on the agencies’ progress on June 26 and November 27,
2006. The latter update included a report from the Work Group and comments from Mr.
Lowman. For this first update of 2007, the Committee agreed to focus on several questions:

¢ Have the agency budgets all included the FY08 phase-in expense outlined above?
¢ Will trusts be in place at all agencies on July 1, 2007?

* What progress have the agencies made in exploring options for limiting liability?
» What progress have the agencies made in developing a communications plan?

Multi-Agency OPEB Work Group Report (March 2007)

The Work Group report on ©1-12 reflects the continued progress the agencies have made
on the tssues identified by the Committee. Agency representatives, together with Mr. Lowman,
will discuss these issues point by point. His comments are on ©13-18. Key items in the Work
Group report and Mr. Lowman’s comments include the following:

* The tax-supported agencies all have actuarial valuations as of July 1, 2006. (WSSC’s
valuation is stilt in progress.) Attachment C on ©9-10 is unchanged from the November
27 Work Group report. The Annual Required Contribution (ARC) for the tax-supported
agencies is $240.0 million. The Actuarial Accrued Liability (AAL) is $2.6 billion. (Both
figures significantly exceed those developed in the valuations of three years ago.) Mr.

Lowman confirms thesc figures.
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* The FYO08 budget impact of a five-year phase-in approach for the tax-supported
agencies remains $31.9 million plus $7.0 million for increased pay-as-you-go costs. The
FY08 recommended budgets for MCPS, the College, and M-NCPPC all include the
appropriate amount, as does the County Executive’s FY08 recommended budget for these
agencies and County Government (see ©19). Mr. Lowman supports the five-year phase-
in approach. He notes with respect to the M-NCPPC and WSSC budgets that Prince
George’s County has not yet confirmed its phase-in period.

* The Work Group report notes on ©2 that, as discussed at the Committee meetings on
June 26 and November 27, 2006, “in order for the County agencies to take advantage of
the long-term discount rate assumptions used in the valuation processes, the County
Council would need to have an adopted written policy of its intent to phase in to full pre-
Junding over five years. Absent such a written policy, the County agencies would be
required to use short-term discount rate assumptions which have generally resulted in a
doubling of the Annual Required Contribution and the Actuarial Accrued Liability. "

The written policy proposed by the Work Group appears in the draft Council
resolution on ©11-12. The text reflects the Committee’s previous dccisions and
discussions with the Work Group. I suggest that the Committee review the text,
decide on any changes, and transmit it to the Council for approval. (One possible
change is to clarify the language in point | of the action clause on ©12 regarding the
timing for establishing agency OPEB trusts.)

* With regard to trusts, the Work Group report notes on ©3 that M-NCPPC has a trust in
place and that the other agencies are working to establish them by Jul y 1. For details, see
Attachment A on ©5-7. Mr. Lowman notes on ©14 that the agencies are progressing
well in this area and that the College has expressed interest in participating in the County
Government’s trust for investment purposes only.

* With regard to options for limiting liability, including collective bargaining
implications that vary by agency, see the Work Group's summary of Plan Design Change
Considerations on ©5-7. As Mr. Lowman notes, no changes are imminent. In his
November 2006 comments, Mr. Lowman suggested that the agencies’ benefits be
harmonized to a greater extent. Some of the current differences among agencies are clear
from the descriptions on ©5-7.

In his current comments, Mr. Lowman suggests that the “Council consider making a clear
potint about the increasing burden of retiree benefits costs which will crowd out other
parts of the budget over the next five years and beyond.” To this end, he suggests that
“any benefit improvements in either pension or OPEB benefits be amortized over no
more than 15 years™ rather than the currently-used longer amortization periods, which
produce a lower short-term cost. See his comments on ©14-15.

* The agencies continue to work on these issues with extensive help from their actuarial
and legal consultants, as the Work Group report notes in detail on ©3-4.



* Until recently the agencies had necessarily focused on actuarial updates, trust creation,
and other issues and had not addressed the Committee’s request that they “design and
implement a communications plan to keep agencies, employees, and the public informed
of developments on this issue.” The Work Group has started to address communications
issues, and as the report notes on ©4 and in Attachment B on ©8, agencies have alrcady
taken some specific steps. The task now for all agencies is to develop and implement a
clear and consistent approach to communications issues. As Mr. Lowman notes on ©15,
this task is challenging.

¢ Mr. Lowman’s comments on ©15-17 provide useful context on other jurisdictions’
work in this area, such as Baltimore County’s decision to fully fund the ARC in FYO0S.

Further Background Information

Packets prepared for previous Committee updates on this issue have included extensive
background information from credit rating agencies and other analysts.' The packet for the
November 27, 2006 update also included excerpts from a helpful reference document, the
November 2006 report of Anne Arundel County’s GASB45 Task Force. The following cxcerpts
from this report are attached:

¢ On ©20-21, a discusston of alternative trust funding vehicles.
* On ©22-32, a detailed review of options for addressing the county’s OPEB liability.
e On ©33-34, a uscful glossary of terms.

e On ©35, a January 1, 2006 bulletin on the County’s revised policy on employee
eligibility for retirce health benetits, including a minimum of 135 years of credited pension
service.

f\farber\gasb-opeb\gasb-opeb update 3-19-07.doc

' Sce, for example, the packet prepared for the November 27, 2006 Committce update at
http://www.montgomerycountymd. govicontent/council/pdf/agenda’cm/2006/06 1 127/20061 127 MEPOL.pdf




MEMORANDU'M‘
March $, 2007
TO: Management and Fiscal Policy Committee
FROM: Multi-Agency OPEB Work Group
SUBJECT:  Update for March 19, 2007 MFP Committee Meeting

The purpose of this memorandum is to provide an update on County
agencies’ activities related to implementation of Governmental Accounting Standards
Board (GASB) Statement No. 45, Accounting and Financial Reporting by Employers for
Postemployment Benefits Other than Pensions (OPEB). Tax-supported agencies
impacted by GASB45 and represented on this work group include: the County
government, Montgomery County Public Schools (MCPS), Montgomery College
(College), and the Montgomery County portion of the Maryland-National Capital Park
and Planning Commission (M-NCPPC); the Washington Suburban Sanitary Commission
{WSSC}) is the only non tax-supported agency participating in the work group.

At the June 26, 2006 Management and Fiscal Policy (MFP) Committee
meeting on this subject, the Committee identified areas it would like to be updated on
periodically. At the November 27, 2006 MFP Committee meeting, the agencies provided
an update on progress in those areas. The current status, including progress since the
November 27" meeting, is presented below for each area.

Status Report

¢ Update the actuarial valuations as of July [, 2006, three years later than the
current valuations.

At the November 27" meeting, all agencies except WSSC had completed the
process of obtaining an updated valuation. WSSC'’s 2006 valuation was being
prepared; their information presented was as of June 2005. WSSC's updated
2006 valuation is currently still in the process of being prepared: it has taken
longer than originally anticipated to update census data for the valuation. It is
anticipated that the WSSC results will be available by late March.

Attachment C, which has not changed since the November 27" meeting and which
is being provided again for the benefit of any new committee members, presents a
summary of the latest actuarial valuation results for the tax-supported agencies.
Those updated results show that, assuming pre-funding, the Annual Required
Contribution (ARC) for the tax-supported agencies is 3240.0 million and the
Actuarial Accrued Liability (AAL} is $2.6 billion. In the 2003 valuation, the pre-
Sunding ARC was $190.5 million and the AAL was $1.8 billion.



Management and Fiscal Policy Committee

March
Page 2

5, 2007

Assess the costs and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

As presented in the November 27" meeting, the County intends to implement a
five-year phase-in approach. At the November meeting, we noted that the rating
agencies had indicated that a phase-in approach is acceptable, and that rating
agency statements at that time focused on a five year period. Attachment C
displays the estimated FY08 budgetary impact of the five-year phase—m approach
which is $38.9 million for the tax-supported agencies.

County executive and legislative branch officials have met with all rating
agencies as part of the regular fiscal update process, where the agencies
expressed particular interest in the County's plans for managing and funding the
OPEB liability. Consistent with those presentations, and pursuant to other
detailed discussions, the rating agencies " expectations are that the County will be
implementing a five-year phase-in approach.

The three tax supported agencies submitting their recommended budgets to the
County Executive, included in their FY08 submissions the phase-in amount
presented to the MEP Committee at the November 27" meeting. The County
Executive's FY08 Recommended Budget, which will be issued after the date of
this report but before the March 19" MEP Committec meeting, will include the

FY08 phase- m amounts for all tax-supported agencies that were presented at the
November 27" meeting.

{t'was noted at the June 26, 2006 MEFP Committee meeting and in Attachment A
of the November 27" report, that in order for the County agencies to take
advantage of the long-term discount rate assumptions used in the valuation
processes, the County Council would need to have an adopted written policy of its
intent to phase-in to full pre-funding over five years. Absent such a written
policy, the County agencies would be required to use short-term discount rate
assumptions which have generally resulted in a doubling of the Annual Required
Comntribution and the Actuarial Accrued Liability.

The work group is in the process of providing the Council Staff Director with
proposed language for such a resolution.



Management and Fiscal Policy Committee
March 5, 2007

Page 3

Create a trust — perhaps effective July 1, 2007 — if the agency has not already
done so.

Attachment A provides an update for each agency on the work related to
establishing OPEB trusts. As noted at the November 27" meeting, M-NCPPC
already has a trust in place. All other agencies are working with legal counsel to
have a trust established effective July 1, 2007.

Assess the full range of options for limiting liability, including collective
bargaining implications that may vary by agency.

Attachment A provides an update for each agency on the work related to
exploring options for limiting liability, which for most agencies has not
significantly changed since the November meeting.

Use consultant assistance for the tasks that can draw on the growing body of
experience from other junsdictions.

The agencies continue to work with their actuaries, each of which are providing
OPEB consulting and related actuarial services to a number of governments, to
address the requirements and options associated with implementation of the
OPEB standards. Of the five County agencies represented on the work group,
each agency has used one of two firms, Aon Consulting or Mercer Human
Resource Consulting, for its FY06 updated valuation. All firms used Mercer
Human Resource Consulting for the 2003 valuation process. Each of the
agencies is also using one of the firms for its normal health benefits consulting,
and for additional QOPEB-relating consulting services. These two firms have been
represented whenever possible at the work group meetings. In addition,
whenever areas of potential inconsistency in valuation methodology have been
identified, the two firms have worked together at the agencies " request to try and
ensure as much consistency as possible in methodologies. The Council’s
consultant, Mr. Tom Lowman, attended the last two meetings of the multi-agency
OPEB work group and has continued to share, throughout this process, his
experiences with other jurisdictions. County agencies and their actuarial firms
have also consulted with GASB staff, as necessary, on matters requiring technical
clarification. '

The County agencies have also worked with in-house legal counsel, where
applicable. Several agencies have also consulted with outside counsel as part of
the creation of a trust. Legal counsels for the tax-supported agencies have also
been in communication with each other, to share information learned and to
discuss options.



Management and Fiscal Policy Committee
March 3, 2007
Page 4

As it relates to trust and investment activities, agencies have also coordinated
with their investment consultants and managers on matters such as trust options
and investment implications, economies of scale and impact on fees, and
opportunities for cross-agency contracts.

Relating to communications, and as noted below, the County agencies are
attempting o incorporate the input of communications consultants on staff with
one of our actuarial firms.

Throughout the process, representatives of the County agencies have continued to
share information and learned experiences with representatives of other
Maryland counties implementing GASB45 for FY08.

* Design and implement a communications plan to keep agencies, employees, and
the public informed of developments on this issue.

The goal of the County agencies is (o keep agencies, employees, retirees, and the
public informed of developments on this topic, and to try where possible to have a
consistent message. Attachment B presents the communication plan recently
developed by the agencies.

As noted in the November MEP Committee meeting, the agencies’ primary focus
until that time had been to obtain updated actuarial valuations, begin the process
of creation of legal trusts including analysis of options, and identify and consider
plan design changes. Currently, the tax-supported agencies are in various stages
of drafting and/or issuing communications on this topic. Communications to date
have included articles in employee and/or retiree newsletters, and discussions
with/presentations to various interested parties.

The work group has recently created a communications subgroup, which includes
members of the Interagency Benefits Workgroup. The communications subgroup
will be working together to begin implementation of the communication plan. The
County agencies are also exploring working with communications consulting
resources on staff with one of the actuarial firms.

Representatives from each agency will be present at the March 19, 2007 MFP
Committee meeting to answer questions about the material provided.

Attachments
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Attachment B

OPEB COMMUNICATIONS PLAN

Stated Goal 15 to “Keep agencies, employees, and the public informed of developments
on this issue,” and to have a consistent message.

Interagency Communications Plan:

>

>
»

Agencies should identify appropriate communication mechanisms (web sites,
newsletters, etc.) '
Communication mechanisms should have a consistent message
Each agency posts OPEB/GASB45 information on its web site for easy access by
employees and the public '

o Preferably come to agreement as to how/where it appears

o Part of financial, human resources, or main page highlight (“what’s

new”?)

Web sites should have common elements

o FAQs (with as many common definitions and explanations as possible)

o Actuarial valuations should be posted

o Status reports on activities

o Financial impact information

o Incorporate Council perspective/resolutions/etc.
Explain the WHY's

o Why OPEB disclosure is important

o Why we have to not only comply with disclosure, but also fund the
obligation
Why we are setting up trusts
Why considering benefit plan changes is appropriate
Why it is important to employees
-Why 1t 1s important to citizens/taxpayers
Cause and eftect relationships — additional benefits flow into the actuanal
calculations and require more funding. Scarcer resources for salaries. It's
all related.

OO0 CO0O0

Suggested Actions:

e = N e

[dentification of single point of contact within each agency

Identification of appropriate communication mechanisms

Subgroup drafts common descriptions and FAQs

Contacts obtain input from others in respective agency

Obtain input from legal counsel and public information, as appropriate
Notify labor unions, as appropriate

Finalize common matertals for all to use

Individual agencies post to web sites and incorporate to other communication
mechanisms
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DRAFT b
Resolution No:
Introduced: March XX, 2007
Adopted: March XX, 2007

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: County Council

Subject: Resolution XX-XXXX Regarding Council’s Intent To Phase-in Full Funding Of The County
Agencies’ OPEB Annual Required Contribution Over A Five Year Period Beginning In FY2008

Background

1. The Governmental Accounting Standards Board (GASB) has issued Statement No. 45, Accounting and
Financial Reporting by Employers for Post-employment Benefits Other than Pensions, which addresses
how state and local governments should account for and report their costs and obligations related to
Other Post Employment Benefits (OPEB).

2. County agencies (the County, Montgomery County Public Schools, Montgomery College, the
Washington Suburban Sanitary Commission [WSSC], and the Maryland-National Capital Park and
Planning Commission) are required to disclose their OPEB liabilities in their financial statements.
starting with the fiscal year beginning July 1, 2007 (FY08).

fd

[n November 2006, the County obtained actuarial valuation information addressing the extent of the
County’s liability to its retirees for other post employment benefits as of J uly 1, 2006. Other County
agencies have also obtained, or are in the process of obtaining, similar actuarial valuations. The OPEB
reports are subject to a number of actuarial and economic assumptions; these assumptions were generally
similar to the assumptions used in evaluating the County agencies’ pension fund liabilities.

4. Based on the assumptions and qualifications stated therein, the OPEB reports concluded that, assuming
full prefunding, the 2008 annual required contribution (ARC) for the County, its tax supported agencies,
and the Montgomery County portion of the Maryland-National Capital Park and Planning Commission,
is $240.0 million, and the related actuarial accrued liability (AAL) is $2.6 billion. The most recent ARC
for WSSC is $19.1 million, and the related AAL is $200 million.

5. The County has determined that a five year phase in of the difference between the current pay-as-you-go
amount and the ARC would be a responsible approach to pre-funding, and believes that such an
approach is acceptable to the rating agencies, who will be evaluating the County’s response to the GASB
disclosure requirements, and its approach to any obligations to current and future retirees for post-
employment health and other non-pension benefits.

6. Should the County establish a separate OPEB trust, and should the County adopt a written policy of its
intent to phase-in full funding of the difference between the pay-as-you-go contributions and the ARC on
an amortized even basis over a five year period, it would be appropriate for the County agencies to use,
in their actuarial valuations, a discount rate higher than their operating investment rate for accounting
and budgeting purposes. Absent such a policy, County agencies would be required to record OPEB
liabilities in their financial statement of almost twice as much as liabilities required with such a policy.@



Resolution No.

Action
The County Council for Montgomery County, Maryland approves the following resolution:

1. The Council is committed to the responsible fiscal management of the County agencies’ other post
employment benefit obligations and acknowledges that County agencies intend to establish one or more
Trusts, on or before July 1, 2007 if possible, for such purposes.

2. Itis the Council’s policy intent to fund the difference between the OPEB pay-as-you-go contributions and

the ARC, for the tax supported agencies, on an amortized even basis over a five-year period beginning with
Fiscal Year 2008.

3. For WSSC, it is the Council’s policy intent to support WSSC’s plan implement a five-year phase in of the
difference between the OPEB pay-as-you-go contributions and the ARC beginning with Fiscal Year 2008, in
coordination with the Prince George’s County Council.

This 1s a correct copy of Council action.

Linda M. Lauer
Clerk of the Council

)



March 9, 2007

TO: Management and Fiscal Policy Committee

FROM: Thomas Lowman, Bolton Partners, Inc. —T—/L,-

SUBJECT: Comments on the Multi-Agency OPEB Work Group Report

This memo is an update to our prior memo dated November 20, 2006. We have moved some of
the background material to the end of this memo and have focused on changes and progress
made since the MFP Committee meeting in November.

We attended the recent meeting of the Multi-Agency OPEB Work Group and reviewed the
March 5" update that they prepared. The March 5™ update addressed areas on which the MFP
Committee asked them to comment. Below are our comments on cach of these seven areas

requested by the MFP Committee, taking into account information presented by the Work
Group:

I. Update the actuarial valuations as of July 1, 2006, three years later than the current
valuations. This will allow adjustments for those current cost figures and for changes
such as the inception of the new Medicare Part D prescription drug benefit,

Nothing has changed from what was reported in November as this was largely completed by the
November meeting. The estimate of the increase in the funding requirement for FY08 if the
GASB45 expense were fully funded remains at $159 million (for tax supported agencies). The
$159 million excludes the $7.0 million increase that will occur even without the new accrual
accounting rules. The total year over year increase would be $166 million.

The only outstanding issue is the completion of an updated valuation for WSSC.

2. Assess the cost and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

We are on the same path we were in November. The plan is to eventually fund the full accrual
expense for these benefits but to do this over a five-year period starting with FY08. This would
mean that the FY08 budget increase would be $38.9 million instead of the full $166 million.

At the meeting | attended it appeared that Prince George’s County had not settled on a phase-in
period yet. The group is going forward assuming that either Prince George's County will

adopt/support a five-year period for the MNCPPC and WSSC budgets or there will need to be an
adjustment so that both counties adopt a common approach for these two agencies.

(1)
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3. Create a trust — perhaps effective July 1, 2007 — if the agency has not already done so.
As Mr. Firestine noted, the advantage is a higher rate of investment return, on an
actual and actuarial basis, and thus a lower annual required contribution in FY08.

This seems to be the area where the most progress has been made since November. All of the
agencies seem headed toward having trust funds in place effective July 1, 2007. From what |
have heard they have had a considerable amount of discussion about many of the legal aspects of
the trust and are further along than most other counties.

The March 5™ memo from the Work Group summarizes where they are in developing the trusts.
[t was noted in that memo that the College has recently expressed an interest in participating in

the County’s trust for investment purposes only. We think this would be a good idea if it can be
done since it would result in some expense savings.

At this point we have only seen a draft of the trust document for the County. We provided some
specific comments to the Work Group on this document, none of which were major.

We understand that the current plan is for the County’s trust to accept only employer
contributions. We agree with this limitation.

4. Assess the full range of options for limiting liability, including collcctive bargaining
implications that may vary by agency.

We read the description of “Plan Design Change Considerations™ in Attachment A to the March

Sth Memorandum. While some of the agencies are further along than they were in November,
no benefit changes are imminent.

Based on what | heard at the last Work Group meeting and read in the March 5" memo, some of
the agencies have looked at changes and discussed them with the unions. One group has put off
the negotiations of benefit changes for a year. At least one group of retirees has asked for an
increase in the employet's share of OPEB benefit cost.

[ would like to suggest that the Council consider making a clear point about the increasing

burden of retiree benefits costs which will crowd out other parts of the budget over the next five
years and beyond.

The idea would be to provide guidance from the Council related to the period of time that any
"Increase" in past service Hability (associated with a benefit improvement) be amortized over. [
would suggest that any benefit improvements in either pension or OPEB benefits be amortized
over no more than 15 years. Currently longer amortization periods are used which produces a
lower short term cost. Given the five year phase-in of the higher OPEB expense this change

would seem reasonable. Other reasons to support a shorter amortization period include the
following:

e One group noted their increased focus on "total" compensation. Since the average
current County employee is expected to stay with the County for no more than an

(i)
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additional 15 years, this 15 year amortization period is consistent with this philosophy
and avoids future generations of taxpayers continuing to pay even after the employees
have left and earned their full benefit. ' '

* Under the existing GASB45 30-year level percentage of pay amortization method, the
amortization payment does not even cover the interest on the unfunded liability.

Dropping this to 15 years will allow the payment to cover the interest and some of the
principal.

I would add some other technical details to the recommendation which are: (1) any benefit
reductions would be amortized over the same period of time as the total unfunded liability, and
(2) gains and losses would continue to be amortized as they are now.

5. Use consultant assistance for these tasks that can draw on the growing body of
experience from other jurisdictions. ‘

The March 5™ memo accurately responds to this topic. I would just note that there seems to be a
significant increase in the level of discussion as it refates to the legal issues, particularly related
to setting up the trust. Many issues have been thought through since the November meeting.

6. Provide updates to the Committee at least twice in 2006 — for example, in June and
November — and regularly in 2007 until implementation begins on July 1, 2007,

This goal is being met.

7. Design and implement a communications plan te keep agencies, employees, and the
public informed of developments on this issue.

The communication issues are partly beyond my area of expertise, but what was contained in
Attachment B to the March 5" memo and the related discussions seem appropriate. [ think that it
should be appreciated that there is a need to balance information with raising (or not raising)
alarms. [ think this is a very difficult balance, and the single point of contact at each agency
seems appropriate. At this point I do not know what the right message to employees, retirees,

- and the public is other than to provide information. Not all counties are delivering the same
message. '

Putting things in context:

I have been asked to comment on what others are doing in the areas discussed above. Here is a
collection of observations:

Within Maryland, Baltimore County stands out. They have a large GASB45 expense which is
measured on a more conservative basis than in Montgomery County and many other
jurisdictions. They have said that in FY08 they will fully fund the ARC. The county has told the
other agencies to do the same and to adjust benefits to accomplhish this. The county is currently

(i)
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in bargaining to change retiree medical and pension benefits, making a link between the two in
the context of total compensation. :

. Anne Arundet County and Howard County have each finished studies that included dozens of
potential plan changes. These studies covered County Government, Schools and other agencies,
Nothing has yet been decided that would have a material impact on the current GASB45

expense. My impression is that it will be another year or so before we see changes in these
counties or the State.

Many Maryland counties are focused more on potential plan changes than on setting up a trust.
Almost all seem committed to prefunding a trust in FY08 except for Anne Arundel, which would
prefer not to have a formal trust arrangement.

Smaller Maryland entities and many in Virginia are less focused on benefit adjustments since the
relative size of the problem and/or benefits promised are less. We have even seen a few improve
benefits when the existing benefits were below those offered by surrounding public employers.
Often their intent is to immediately pay the full ARC. Nationally the impact of GASB45 s also
uneven. Many jurisdictions only offer retirees access to the medical plans, based on a blended
cost factoring in the active claims experience.

With some hesitation [ will also mention that in Travis County, Texas the county auditor is
trying to resist the application of the GASB45 rules and is proposing a state law to remove
OPEB benefits from the GAAP standard. However, since GASB is a national standard (that
lenders will want followed) and not a state standard, this might have limited success. Most of
the arguments are not new, but (1) people certainly understand them better now that the
implementation date is here, and (2) it does show a high level of concern about the impact of the
change. [do not think that this will change anything, but it is certainly worth watching,

The press and federal government often do not distinguish between unfunded pension obligations
and unfunded retirec medical obligations. Likewise there is often no distinguishing by the press
between promises made to retirees in the private sector and those in the public scctor (see
attached letter from the National Association of State Retirement Administrators). How much
separation there should be is a matter of debate, but I believe there are legitimate reasons for
differences (pensions vs. OPEB and public vs. private). In any case, this has led to a growing

questioning of the benefits for public sector employees, but I still see improvements being made
to public safety benefits. '

Thoughts on the amortization period:

* In the private sector, pension plans were allowed to fund benefit improvements over 30
years. In 2008 the new rule is 7 years for “single employer” plans and 15 years for
“multiemplover” plans.

¢ For GASB45 almost everyone is using the maximum 30-year amortization period, which
['assume is because this is a major accounting change and not a new benefit.
(19)

Bolton Partners, Inc.



* In a recent bargaining process in California, the city’s actuary pushed very hard for a
shorter amortization period. This is happening elsewhere as well.

- Background:

The rest of this memo contains some of the background material that was contained in our
November memo and an update on the State’s GASB4S results.

There is a new accounting standard (GASB 45) for employer provided retiree health and life
insurance benefits. This standard will apply for the first time in FY2008. The standard includes
a change from determining plan expense on a “pay-as-you-go™ cash basis to an accrual standard.
Under an accrual standard there is not only an expense for current retirees but also for employees
who may one day be entitled to a benefit. The exact amount of the higher expense will depend
on whether or not this extra expense is funded during an employce’s career. Whether or not -
additional cash payments are made by the County, the increase in the expense from an

accounting perspective is very large (e.g., $159 million in FY08 for County tax-supported
agencies).

Other large counties in Maryland also have material increases in their expenses for FY08. The
State of Maryland provided a new estimate of an increase of $470 million in its annual expense
for State employees if they decide to fully fund the expense ($810 million if they continue to just
make pay-as-you-go payments). Public employees in Maryland generally have better retiree
medical benefits than employees in other states outside of the northeastern part of the country.
In Virginia, some of the counties in Northern Virginia have benefits comparable to those offered
in Montgomery County, but as you move away from the DC area the expenses may be only 20%
of what they are in Maryland on a per-capita basis. In some states many jurisdictions offer no
retiree health or life insurance benefits.

As noted above, the State of Maryland recently revised their GASB45 expense calculations and
greatly reduced the expected cost. We have been asked by other counties to see if whatever
changed (lowered) the State’s cost would also apply to them. The answer is usually no. The
biggest change was that the new State valuation lowered the initial assumed increase in health
care cost from 14%/year to 11%/year. There was also a change in the percentage of employees
electing to be covered by this benefit. The new State assumptions look much like the
assumptions currently used by Montgomery County agencies.

(17)

Bolton Partners, {nc.
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NATIONAL ASSOCIATION OF STATE RETIREMENT ADMINISTRATORS
NATIONAL COUNCIL ON TEACHER RETIREMENT

January 3, 2007
Editor

The New York Times
229 W 43rd Street
New York, NY 10036

To the Editor:

The latest in a series of articles (“Estimates for Pensions Tighten,” 12/29/06) continues a pattern that
reflects a troubling misunderstanding of public pensions. Select quotes from individuals lacking

public sector expertise and a focus on only a few pension funds paints an incomplete and misleading
picture.

A more complete depiction would note that state and local government pension plans on the whole
continue to meet the test of accounting and fiscal responsibility. Collectively, these systems are

financially sound and have pre-funded nearly 90 percent of their future habilities rather than leaving
the costs to furture generations.

Although the article discusses the Governmental Accounting Standards Board, it ignores GASB's
recent paper, “Why Government Accounting and Financial Reporting Is - And Should Be — Different.”
This paper indicates that the differences between public and private sector accounting for pension
plans results from a different approach for governmental accounting standards that “explicitly
harmonize accounting with the actuarial funding characteristics of the plan.”

The article also implies that whatever applies to the private sector should also apply to the public
sector. Nothing could be further from the truth. Federal law presecribes the method corporations must
use to calculate their pension liabilities, a method that is conservative in the extreme designed to
calculate insurance premiums and address corporate risks such as bankruptcy, mergers, or
acquisitions — contingencies generally not applicable to cities and states.

Public pensions, on average, assume an investment return of less than eight percent. Actual public
pension investment returns over the past 10- and 20-year periods have exceeded that benchmark. If,
as the article suggests, public pensions lowered their investment return assumptions to the discount
rate used by corporations, there would be a mismatch between pension assets and liabilities that
would unnecessarily send taxpayer costs spiraling upward.

State and local governments use investment earnings to appropriately defray costs over the career ot
their employees, which lowers overall retirement costs. For example, since 1982 nearly two-thirds of
all public pension revenue has come from investment returns. Taxpayers pay less than one-fourth of
the cost of public pensions. The balance comes from employee contributions, which typicallv are not
required in the private sector.

Public retirement funds provide a regular stream of retirement income for nearly seven million
Americans. In doing so, these systems contribute to the economy and retirement security of a large
segment of the nation's aging population. With nearly $3 trillion in assets, these funds will continue

to do so unless they are undermined by policymakers who rely on incomplete and misleading
information.

M. Steve Yoakum
President, National Association of State Retirement Administrators

Meredith Williams ' / ~
President, National Council on Teacher Retirement



Other Post Employment Benefits: The Governmental
Accounting Standards Board {GASB) has tssued Statement
45, Accounting and Financial Reporting by Employers for
Postemployment Benefits Other than Pensions, which
addresses how state and jocal governments should account Proposed FY08 GPEB Trust Cantributions
for and report their costs and obligations related to Other
Post Employment Benefits (OPEB). County agencies are

ing pmpt'wses, which will result in lower costs and liabilities
than if the County did not have a trust in place.

required to disclose their OPEB liabilities in their financial | Mantgomery County Government (MCG}
statements, starting with the fiscal year beginning July 1, Geperal Fund: '
2007 (FY08). Other Post-Employment Benefits NDA 12,067,320
h Novcmber '2006,-thc County obtained actuarial valiation mmﬁﬂd 28540
information addressing the extent of the County’s liability to Wheaton Parking Distict 4280
its retirees for other post employment benefits as of July 1, Sitver Spring Parking District 2830
2006. Based on the assurptions and qualifications stated Sofid Waste Collection 12,840
therein, the OPEB report concluded that, assuming full pre- Sald Waste Disposal 102750
funding, the FY08 annual required contribution {ARC) for Liguor Control 45260
the County and its tax supported agencies is $240.0 million, Pemiing Senvces 05400
and the related actuarial accrued liabiity (AAL) is $26 ot (s ol Facles o
billion. The County has determined that a five year phase in Ris:f Manzgement 7120
of the difference between the curent pay-as-you-go amount Centra Dupicaling 12840
to the ARC would be a responsible approach to pre-funding,
and believes that such an approach is acceptable to the rating Participating Agency Contributions:
agencies, who will be evaluating the County’s response to Housing Qpportuntes Comision 524,000
the GASB disclostre requirements, and its approach to its E::;":‘e ai‘gm ?g'ggg
0bhgat10g§ to current and future retires for health and other Migomey Couny Telviion %000
nion-persion beefits. Washington Suburban Tranist Commission 5000
State Agancies 12000
The County i committed to the responsible fiscal Total MCG Trust Contibutions 14,020,000
management of the County’s OPEB obligations and intends Montgomery County Public Schools Trust Fund 16,060,000
to establish a trust on or before July 1, 2007 for such  pur- Montgomery College Trust Fund 605,400
poses. It is the County’s intent to ramp up to full funding of Park and Planning Commission Trust Fund 1,240,500
the ARC over a five-year period beginning with FY08. This . o
Tatal Contributions/Assets Held in Trust - §31,896,900

approach allows the County touse a  discount rate higher
than ifs operating investment rate for accounting and budget-

Source: County Executive’s Recommended FY08
Operating Budget, pages 7-2 and 7-3
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What are the choices for and legal questions related to funding QPEB?

e

GASB 45 does not require or create a legal obligation for pre-tunding. {ndications are
that. it OPEB are not funded on an actuarial basis, bond ratings may be atlected. The
County nay continue to pay for OPEB on a Payv-Go basis, if it so desires.

OPEDB Bonds ace a pre-funding optioa.

« Bond obligations wouid have to be within debt limttations of Article 25A § 3(P)
of the Maryland Code, Section 719 ot the County Charter. and § 4-10-101 of the
County Code. or would require modification of these limitations.

s Does the pre-lunding of OPEB make OPER bonds “pension liability tunding
bonds™ within Article 31, § 32 ot the Marviand Code? {Thas applies o boads
funding a peasion or retirement plan under which the County is obligated to pay
retirement, disability, death, or other beaefits )

GASB 45 requires that any trust set up to fund OPEB abfivatons be irrevocable. be
dedicated to providing benetits under the plan, and be protected from the creditors of the
employver and plan admuustrator (hihe @ pension trusty.

Doces tunding i an ircevocable teust that is like a pension fuad create a contractual
or uther property right to recetve the benetits?

o Changes o State law (Article 93,3 220 of the Marviand Code) delining —public
funds™, setting hiduciacy standards for their investment, and Limiting investment
options may be ueeded o exclude tunds for OPEB. This would atlow broader
investment options for a greater return {as with pension funds),

e The State could legislatively create a local government tnvestment trust
specifically for OPEB.

@ Three trust tunding vehicles have been identified o the County thus far.

(Please note that the County's Gttice ot Law does not have expertise needed 1o identity
atl available mvestment vehicles or their atiributes and consequences. This discussion of
funding oplions s based on infornmation that has been provided to the Working
Committee by third parties. [tis intended as an overview only. When and if the decision
15 made to use a frust as an investment toal, the Ottice of Law recommends obtawning the
advice of experts wn this area.)

s Scction 401(h) Account
o This has been described as a separate account within the pension account
that is tracked separately. The assets may be combined with pension
assets for nvestment purposes. §t can be set up on an individual basis
(detined contribution for cach emplovee) or a pooled basis (defined
benefit tor cach employee).

)
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5 The GASB 435 Anaual Required Contribution may be greater than the
annual contribution litnat for this type of account under RS law.
o Employee contributions are permitted on a pre-tax basis.

« Voluntary Employees™ Beneficiary Association ("VEBA™) (laternal Revenue
Code § 501(c)(9)
o The trust is a separate entity from the pension plan, with its own plan and
trust fund.
o No it o the amoant of annual contributions.
o Cmployee contributions are altowed ouly on an after-tax basts.

»  Scction 113 Trust
o This is a trust established o provide an “essential governmentat tunction.”
o No limit to the amount ot annual contributions.
o Etmployee contributions are allowed only on an after-tax basts.

« There are no restrictions oa dishursements trom any of the three types of trusts. A
combination of trusts could be used to obtain tax benefits for participants and
avoud the limitation of a Scetion 401(h) trust.

"t
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Defined Benefit Plans

What is it?

County faw provides that, at the time of retirement, retirees may participate in the Couaty’s
health care plan. At the current time, the County ofters a defined benefu plan. The County
contracts with plan providers for specific health care plans (currently, HMO, POS, and Triple
Choice — combination POS and PPN). The plan is based on the defined benelits that are oftcred
to emiplovees. The County and the participauts share in the costs of the plan based oa
percentages ot cost. The County agrees to pay its percentage share, regardless of the cost of the
plan.

@hat Sfactors may affect the amount of the County's OPEB Iiabi!i{y/?/,)

Cost Share

Obviously. it the County contributes less toward the cost ot the health plan, the County’s liability
decreases. The percentages paid by the County and the participaats could be adjusted based on
the vears of service and the emiplovee group apphicable to cach participant in order to decrease
the share paid by the County.

. ItH
Plaa Design

Over the years. the County has studied and adjusted the design of the health care plans ofiered n
response to the rismg cost of health care. There are countless combinations of plan attributes
that can be changed and combined w attect the ulumate cost ol the healtt cace, including the
types of plans offered. co-pavs. out-ot-pocket maximurs, and limits on certain types of service.
Some of the traditional approaches to reducing costs by changing plan desiga include increasmg
co-pays. wcreasing the emplovee purtion of co-insurance levels and increasing deductibles and
out of pocket maximums. The tmpact of increasing co-pays varies because the basic premise ot
this philosophy 15 1o iHustrate the diftecences in the costs associated with options in the plan
provisions. For example. the average cost of a prumary care visit and a specialist visit may have
a difterential in cost which can be addressed by setting appropriate split co-pays (co-pay lor
primary care physician visits, separate co-pay for specialist visits). Increasing co-nsurance
levels has a dircet financial inpact because this philosophy would facilitate the employee paying
a higher percentage of the costs of certain services (ie employee pavs 10% of inpatient visit
instead of paying 0%). Increasing deductibles/our of pocket maximums means the emaplovee
would pay slightdy aiore prior to accessing the certain levels of the benefit offering.

Plan olferings are part of the plan design. The County continues to evaluate the number of plans
offered and the types of plans offered. These evaluations tnclude physician network access.
discounts and provider reimbursements. {n addition. the County benchmarks these offerings
against other pubhic jurisdictions also taking into account retention and a shrinking worktorce tor
recrutters,

Consumerism. disease management and wellness initiatives are examplies of other approaches.
which are being incorporated and evaluated w the market place. Health enhaucements
tncorporate behavioral change programs with the feadership of case managers and emphasts is
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placed on “preventive” care to alleviate more serious outcomes. These approaches encourage the
cmployee to become a partner with the County with regards to health care. These philosophics
wcrease the employee awareness of the total cost of health care and invite the employee to
become better stewards of the monies spent and encourage them to become actively involved in

marntaining a healthy lifestyle and making informed decisions 1o assist the County in reducing
health care costs.

[t is the consensus of the Task Force, in consultation with the actuaries, that it will be very
difficult in today’s health carc environment to decrease the overall cost of health care in this
manser by any wore than 5%. Therefore, such a change would reduce the ARC by about $6
million (assuming a discount rate of 8% and a level perceat of pay amortization). Altemnatively.
offering a single low cost HMO may result in more savings.

Eligibility Requirements

Another option may be to limit liability by limiting the persous eligible to receive the benefit.
This may tnctude only providing post-employment health benefits to employees who attain a
certain level of County service, to employees wha retire directly from County service, to retirees
who attatn 4 certain minimum and/or maximum age, to retirees only and not to their dependents,
or to retirees and dependents but without suevivor benefits for dependents.

Changes to such cligibility requirements could be based on the employvee group applicable to
each employee. For instance, the County has already instituted a new structure tor cligibility for
retirement benefits that applies to emplovees hired on or afier January 1. 2006, This change was
discussed on page 1( of this report.

T
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Examples

The factors just identified can be combined and adjusted in a myriad of combinations and
permutations. The following pages represent a suite of options to reduce the liability. 1t is
impossible to present all of the possible combinations of factors and related changes. The

evaluation and final determination of how to adjust and combine these factors, if at all, will be
decided by the next Administration.

The reductions shown for any particular option cannot be added to the reductions associated with
another option due to the possibility of duplication. Four specific combinations ol options have
been calcutated whereby the actuaries have adjusted for any such duplication,

Pages 29 and 30 present the reductions in the Annual Required Contribution associated with cach
option. Pages 31 and 32 represent the reductions in the Nocmal Cost associated with the same
suite of options. These four pages represent a scenario whereby an 8% discount rate is assumed.
The scenarios whereby 6% and 4% discount rates are assumed are included in appeadix C.

While most of the options are self-explanatory, a few require additional explanation.

Hard and variable caps are based on an established published base rate upon which the cost
share percentage 15 applied. While the published rate increases each year due o medical cost
taflation, claims experience, plan design changes, etc., the base upon which the county cost share
percentage ts applied only goes up by the cap percentage. Su, assuming the published rate base is
$100 and an 80-20 cost share applies, the employer pays $80 and the employee pays $20. Using
a hard cap of 3%. if in the following year the published rate goes up 10% to $110. the employer
cost share percentage of 80% would apply 1o the base of $103 (base rate plus 3%) vielding aa
emplover contribution of $84 and an employec share of $26. The capped base is cumulative. so
ia vear 3, the base rate would increase from $1035 t0 $110.23. These options cllectively shift all
ot the market risk onto the employee. If this type of option is chosen. a number of design details
(c.g.. the published rate used as the base, catch-up provisions in years where rates €0 up by less
than the cap percentage. etc.) would need 10 be defined and might affect the savings shown. The
option shown on the following tables assume the current published rate is used as the base rate.

The munimum age options assume that if an employee retires prior 1o reaching this age, they are
weligible o participate in the County's health plans at any point in time. The options which

defer coverage until a certain age provide retirees with access to future coverage once they reach
the specitied minimum age.

{t s also important to note that the reductions shown for cach option ar specific combination do
not take into cousideration potential behavioral changes which could impact the actual resultant
reduction in cost. For instance, the option whereby a graduated scale is used would lessen the
value of the beacfit for those with fewer years of service. Thercfore, the aumber of such eventual
retirees that actually choose to pacticipate in the plan may drop. This would increase the amount
ot actual eeductions h cost. Another example would be in the options involving minimum years
of service or minimum age. Givea such a change, employces may remain employed longer than
they otherwise would n order to meet the new threshold. This would decrease the amount of
actuat reductions in cost. When, and if, a spectfic option is chosea tor FY 2008, the actuaries will
nced to analyze these potential behavioral changes and incorporate them into the final valuation
for FY2008.
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rent Retirees — under 65 amd 63+

Cost Share jAccess only (100% share, implicit subsidy only) 4.1 34 221 0.7 -103

‘ Graduated Scale (e.g , 2.5% year, max at 75%) info wfo info info 0.0
Hard Cap of 1% a8 14 09 03 -14
Variable Cap based on CPL (3 5%) 2.0 -1.6 190 03 -49
Eliminate {aphicit Subsidy -1.8 -1 1.9 0.3 -4.3
T0% 36% Cmployver-Employee Share 0.3 -04 4.3 0.1 1.3
60%-40% Employer-Employee Share L0 0% 0.3 0.2 =13
30%-30% Cmployer-Employee Share -1.3 -2 0.7 4.2 -3.6

Cost Share | Access only (100% share, wplicit subsidy ondy) 0.3 N/A N/A 00 -0.3
Giraduated Scale (c.g., 2.5% year, max at 75%) info N/A N/A ~info 0.0

Efigibility  |Eliminate 03 N/A NIA 00 0.3
Retiree Only (no spouse or dependents) nfo N/A NSA o .0

Carst Share [ Access only (100% share, implicit subsidy ontv) 8.1 -33.2
Graduated Scale (e.g., 2.5% year, max at 75%}) 6.0 -3.4 4.1 09 -1
Hard Cap ol #% -1.0 -1.9 -4.1 -1.8 169
Variable Cap based o CPL(3.5%) -1.8 -4 A7 Rt 189

Ehgibility  [Eliminate -19.4 {12 -{2.2 -5.1 -47.7
Eluninate Term Vesting {3 0.0 [IX1] 0.1 IR}
End Deug Benelits at Age 63 4.8 20 -135 1.2 113
Cad Al Benetis ac Age 65 123 -39 -4a 222 RN
Reticee & Spouse Ouly (no dependentst -1 - 1.4 14 -3.7
Retiree Only {no spouse or dependents) -89 -39 6.4 24 136
Minimum of 10 Yy of Service 2.7 0.2 0.4 -1 -4.3
Mivmum of {3 Yes of Service 44 04 04 214 -8.3
Minimum ot 20 Yoz of Service 6.5 -2.0 18 -3 -153.6
Minumum Age of 530 years old 0.6 -4.6 3.9 -0.3 9.6
Minimum Age ot 33 yeacs old 4.3 -8.9 -9.7 -3.3 R
Minimum Age ot 6( vears old 6.1 -11.0 -12.1 -4} -338
Minumum Age o'63 years old -15.7 -1t -12.2 -3.1 -44.2
Defer Caverage until Age of 33 years old 4.6 -2.4 12 0.6 -394
Defer Coverage uatil Age of 60 years old 2.0 -4.4 44 1A -{1.2
Decremient of 3% per year if retiree participates at
an ape youager than age 63 (modeled atter 1.3 -1 14 0.8 B
pension plan approach)

Combo § IMin. of L3 Yrs of Service & CGiraduated Scalz -10.4 -1 19 3.2 216

Combo ? Miur. of I3 Yrs‘ul:Scn'icc, Graduated Scale & 16 5.9 66 37 88
Variable Cap (3.3%0)

. |vbBas ot 13 Yrs of Service, Graduated Scale, ’

Combo 3 Variable Cap {3.3%), and Min_ Age of 33 vry U -10.6 L 43 0.9

Comba 4 M.i" of 13 ‘f’t:s_t)l'ﬂcn'icc. Graduated Scake and 116 405 108 e 3840
Min. Ape ot 33 vy

Plan DesigniChanges o save 3% -t3 08 0.8 0.3 -3
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Reductions in Annual Required Contribution (ARC)
at 8% Oiscount Rate and Level Percent of Pay Amartiration
{numbers expressad in miflions}

s Fadr o R S
Baseline Cost {12.3% health care trend ia 2006, end of year
rrent Retirees = under 65 and 63+

Cast Share | Access only (100% share, implicit subsidy only) 0.3 -18.0 0.4 0.4 -259.4
Graduated Scale (¢.g., 2.53% year, max at 75%) 0.0 info info info 0.0
Hard Cap of 4% 44 -6.0 0.1 -0.2 -10.7
Variable Cap based on CPI (3.5%) 49 6.6 .1 0.2 118
Eliminate [rplicit Subsidy -1.3 0.0 0.4 -0.1 47
T0%-30% Employer-Employee Shace -1.3 226 N/A 0.0 -39
60%-40% Employer-Employee Share -3 -3.3 INFA 0.1 -19
30%-30% Employer-Employee Share 56 19 N/A 0.4 -6

Cost Share |Access oaly (100% share, implicit subsidy only} 0.3 N/A N/A N/A 0.3
Graduated Scale (e.g., 2.5% year, max at 73%) 0.0 N/A NiA N/a 0.0

Eligibility {£liminate .3 N/A N/A NIA 03
Retiree Only (no spouse or dependents) 0 N/A N/A N/A 0.8

__|Cost Share | Access only (100% share, implicit subsidy only) -33.2 301 26 -Le -67.5
CGiraduated Scale {e.g., 2.3% vear. max at 73%) " NER 4.2 NIA 0.6 -19.2
Hard Cap of 1% 169 a4 09 07 526
o Varuable Cap based on CPLi3 3%l 189 KER 41 08 36.6
T Elgibitie | Etiminate 477 301 37 20 835
Eliminate Tenm Vesting -0.4 N/A NiA 09 04
- tnd Deug Bonelits a Age 63 423 130 A1 08 72
N Ead All Benetits a Age 6 231 0.6 17 -1 478
_ Retiree & Spouse Only (no dependeuts) 3.7 N/A -0.1 0.0 -8
Retiree Only (no spouse or dependents) -13.6 -2t -4 0.7 2378
_ Mgt of 10 Yrs of Seevice 43 N/A N/A .3 -4.8
s Mintawum of 15 Yrs ot Service 83 N/A 0.2 4.6 9.3
Mutnum of 20 Yes of Service -13.6 -4.8 08 -0.9 N
o Migimum Age of 30 yvears old 9.6 N/A Q0 4.0 9.6
Minununt Age of 33 years old -27.4 N/A .0 0.2 -216
Mistmum Age of 60 vears old -318 -6.2 -1 04 -41.3
Miniwm Age of 63 years old -2 -13.8 23 -6 b1
Deter Coverage until Age of 35 vears old -3.8 N/A 40 0.0 -5.8
Defuer Coverage until Age of 60 years old -12.2 N/A 02 RN -125
[ecrement of 3% per year il retiree participates at
an age vouager than age 63 {mudeled atier STt A6 A RN Ay
pension plan approach)
T [Combo U [Mia. of 15 ¥rs of Service & Ciraduated Scale 116 A 0.2 -12 2282
Combo 1 Miur. of 1 ) Yrs ol:St:r\'icc. Graduated Scale & 88 177 1 4 492
Vartable Cap {3 3%

. . |Min. of 13 Yres of Service, Graduated Scaic, . . .
Combo 3 Vartable Cap (3.3%), and Mia. Age of 33 vrs ~40.9 A7 1 o ol
Combo | M%u, af (A \"r_s_ﬂf Service, Graduated Scale and 8.6 a 40 0 415

Mia. Age ot 33 ves

I'lan Design|Changes W save 3%
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Reductions in Normal Cost
at 8% Discount Rate
(numbders expressed in mitlions)

SN
are trend in 2006, end of ye
Currvent Retirees - under 63 and 63+ . : :

Cost Share | Access only (100% share, implicit subsidy anly) N/a N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% year, max at 73%) NfA N/A N/A N/A NIA
tard Cap of 4% N/A N/A N/A N/A N/A
Variabfe Cap based an CPI[ (3.5%) N/A N/A N/A N/A N/A
Eliminate lmplicit Subsidy N/A N/A NIA N/A N/A
70%~30% Emplover-Cuuplovee Share NA N/A NIA N/A N/A
60%~40% Employec-Employee Share N/A NIA N/A /A N/A
30%e-50% Employer-Employee Share N/A NfA N/A N/A N/A

Cost Share JAccess only (100% share. implicit subsidy anty) N/A N/A NA N/A N/A
Graduated Scale {e.g.. 2.5% vear, max at 73%) N/A N/A N/A N/A N/A

Eligibility |Elimenate N/A N/A N/A N/a N/A
Retitee Only {no spouse or dependents ) NA N/A N/A N/ N'A

Cost Share 1Aceess ondy (100% share. implicit subsidy onfy) 1.2 3.4 -3.4 -2.0 -16.0
Giaduaned Scale (e.g., 2.3% vear, max at 75%) -16 -1.3 1.3 0.3 6.1
Hard Cap ol 4% -3.6 -1.9 -1.8 -1.0 -8.3
Variable Cap based on CPI(3.3%) -~ 4.0 -1 -2 -2 9.4

Eligibilits | Eluminae 93 -3.2 -3 -0 <231
Ediminate Term Vesting 0.2 0.0 0.0 -0.1 -3
Lrd Diug Benetits at Age 63 -1.6 0.9 0.9 0.7 -6.1
Cnd All Benefits at Age 63 -6.6 1.7 17 -1.2 142
Retree & Spouse Only {no dependents) 0.5 0.3 0.3 0.2 -1.7
Rettree Oudy (no spouse or dependents) -13 -7 23 -4 -
Murticriur af 1 Yes of Serviee -2 4).1 0.3 08 -3
dMinzmum of 13 Yrs of Service . 3.2 0.4 16 1.3 =57
Mininmuin of 20 Yrs of Service 4.4 -1.1 -1 -2.0 -8.6
Minium Age of 30 years old 0.3 -2.3 -1.9 0.3 -4.8
Minunum Age of 33 years old -1.7 -4.8 -4.2 210 -12
Minimum Age of 60 vears old -7 3.2 -3.1 RS 133
Minimum Age of 63 vears old -14 .32 -3.1 30 2122
Deter Coverage unuil Age of 55 years old 0.3 -4.2 -0 04 -19
Deter Coverage until Age of 60 vears old 038 =21 20 -0 8 -3
Decrement of 3% per vear if retiree participates at
an age younger than age 63 {modefed afier 4.7 -1 -1 05 3.4
pension plan approaci)

Combo §  |Min. of I3 Yrs of Service & Graduated Scale 3.8 -9 210 -9 -6
Min. of 13 Yrs of Service, Graduated Scate & .

Combo 2 Variable Cap (3.5%] 6.8 -27 18 222 -143

. . {Min. of 13 Yes of Service, Graduated Scale, - -

Combo 3 1 variable Cap (3.5%). and Min. Age of 35 vrs 13 >0 47 18 -200

Combo 4 \\h:n. of 13 ‘r_'is-l)l'Scn'icc. Graduated Scale and 66 19 a6 v 7 Y
Min. Age ot 33 v

Plan Deswea{Changes 10 save 3% 0.3 0.3 03 0.2 -i.2
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Reductions in Normal Cost
at 8% Ofiscount Rate
{Aumbers expressed i millians)

Factor =7 {Gptiot R e
Baseline Cost (12 5% health care rend in 2006, end of
Current Retirees — under 65 and 65+

year

Cost Share jAccess only {100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% year, max at 73%) /A N/A N/A N/A N/A
Hard Cap of 1% /A N/A N/A N/A N/A
Variable Cap based on CPL (3.5%) N/A /A N/A N/A N/A
Eliminate implici Subsidy N/A N/A N/A NIA N/A
70%-30% Employ cr-Ermplovee Share N/A NA | NA N/A N/A
60%40% Employer-Employee Share N/A N/A N/A N/A N/A
30%-30% Employer-Employee Share N/A NIA N/A N/A N/A

Cost Share jAccess onty (100% share, implicit subsidy only) N/A N/A N/a N/A NIA
Graduated Scale {e.g., 2 3% year, max at 75%) N/A N/A N/A N/A N/A

Eligibility  |Eliminate N/A N/A N/A N/A N/A
Retiree Oaly (no spouse ar dependarus) N/A NiA N/A N/a N/A

Cost Share |Access oaly {1K1% share, implicit subsidy only) 278
Giraduated Scale (e.o . 2 3% year, max at 73%; 6.1 0.1 N/A 0.3 6.3
Hard Cap of 1% 8.3 -3.2 -0.4 0.4 145
Variable Cap based on CP1 (3.5% 49§ 3.9 0.3 0.4 162

[ Eligiwlity  |Eliminate -111 -9.8 -7 -1 SRR

Elimminate Term Vesting 0.5 N/A N/A 0.0 0.3
End Drug Bencfits at Age 63 0.1 -4.3 4.3 0.4 -t
End All Benctits at Age 63 -2 6.7 -2 0.8 -199
Retiree & Spouse Ouly (no dependents) 1.7 Nia R 0.0 1.8
Reticee Ouly (no spouse or dependents) RN -39 0.6 K] -6
Migimum o 10 Yrs of Service -3.2 N/A N/A -0.2 -3
Muunu of 13 ¥rs of Senvice -3.7 NiA 0.1 04 4.2
Miniruun of 26 Yrs of Service -8.6 222 1.3 0.6 -9
Minimum Age of 30 vears old -8 N/A 0.0 00 -4.8
Minimum Age of 35 vears old 427 N/a 0.0 -0.1 128
Minimun Age ot 60 years old -15.3 -1.2 4.5 -0.2 -874
Minimum Age of 63 vears old -21.2 -1.9 -[.1 0.8 -28.0
Defer Caverage untit Age of 35 years ald -9 MNA 0.0 0.0 19
Defer Coverage uatil Age of 60 years old =37 N/A 0.1 0.1 -39
Decrement of 3% per vear it retiree participates at i
an age vounger than age 63 (modeled atier 34 0.0 04 0.0 i3
peasion plan approach)

Comba | [Min of 13 Yrs of Senvice & Graduated Scale -1L6 0.1 -0.4 0.6 -12.4

Combo 2 N'linl. of l) Y'rs‘(DTScn'icc. Craduated Scale & I 53 06 0% Ny
Varable Cap (3.3%)

. Min. of 13 Yrs of Service. Graduated Scale, -

Combo 31y, rable Cap (3.5%), and Min. Age of 35 yrs -0 2 06 038 269

Cobo 4 Min. ol 13 \"r's—nl‘ Service. Graduated Scale and Y o o o0t §9.7
Min. Age of 33 vry

Plan Design|Changes to save 3%

@5



GASB 45 Task Force - Final Report November 8, 2006
Opticas for Addressing the Liability . Page 34 of 61

Defined Contribution Plans

Another change that may be considered is to switch from a defined benefit plan to a defined
contribution plan.

What is it?

Defined contribution plans involve the County providing a fixed dollar amount toward employee
and retirce health care. The County’s contribution can be defined in respect to an actual amount
of dollars or a percentage of pay, with or without maximum dollars.

Detined contribution plans vary widely in design. The responsibility tor selection of and
payment for health carc is generally shifted to the employee. The employer may provide access
to the health plans or may require the participant to obtain the insurance in the macket place. [t
should be noted that the administrative aad distributive costs of individual policies are much
greater than under group policies.

[n the sumplest form, and the form that has been most commonly used, employers provide the
plans and pay a fixed dollar amount to each participant for the health care. This may he
lixed as the cost ol the lowest priced health care option or based on some other basis oc

calculation. {fthe employee wants to participate in a plan that offers more benelits, then the
employee pays the ditference out-of-pocket.

Some of these plans are also called “cafeteria plans,” in which the employer provides a fixed
amount of benefit dollars, and the employee purchases available benefits, like health care,
disability wsurance, and tife insurance, with those dollars. The employee chooses how to spend
those dollars and whether to contribute employee dollars based on factors unportant to the

employee. With the cafetedia plan, the employer generally continues to make health care plans
available to participants.

Another approach o defined contribution plans is called the individual market approach. The
employer continues to make a defined contribution toward the benefits. The employce is
responsible {or obtaining insurance tn the market place. [t has been noted that, if a large number
of employers adopt this approach, health insurance may be more poriable. Employees would not
have to change their health plan merely because they changed employers. They could continue
to used the delined contribution toward the plan they obtained on their own in the market place.

Effects of Use of Defined Contribution Plans on GASB 45 Liability

Detined contribution plans can be used to (ix the County s fability for employee and retiree
health care. Many considerations go into calculating and choosing the County’s contribution.
however. rather than the County’s contribution being an based on an annual plan cost, the
contribution would be under the control of the County. This would lead to more stability and
predictability of the County’s liability over time. [t may also increase the cmployee and retiree
sharc of the premium for certain plans. ‘

In catculating the County’s ARC, the treads in health care costs would not be as relevant to the
wcreased cost (o the County over time. The County could calculate its liabitity based not on
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projected health care costs. but on an amount it is willing to contribute toward health care. That
amount could increase over time based on projected increases in payroll costs or other price
indices, and not necessarily on the rising cost of health care.

Account-Based Health Plans

Another option for (unding health benefits for employees and retirees is the implementation of
some type of account-based health ptan.  The County already offers one type of account-based
plan, a Flexible Spending Account, to its employees. This allows employees to pay certain
health care expenses not covered by insurance with pre-tax dollars deducted from pay and put
into an account with an outside administrator. There are (RS {imits on the amount that can be

placed into the account, and funds that are not used during the plan year ate lost by the
cmployee.

There are other accounts that can be used to pay for health care expenses that arc used in place of
other defined benefit and defined contribution plans. The following summarizes some of the
featurcs of two of the available types of plans. [t should be noted, however, that more detailed
analysis and advice would be required to determine the tax qualifications and implications, as
well as the eligibility requirements and all plan features.

Health Savings Accounts ("HSA )are tax exempt accounts that are used to pay health care
expenses. The HSAs are actually owned by the employee, and, therefore are portable between
emiployers. Funds not used are not tost, but roll aver tor future use. At this time these accounts
arc not widely used. but it is anticipated that because of recent [RS rulings these accounts will
become more common. To qualify for the tax exempt status, contributions 0 HSAs must be
made while the participant is enrolled in a health plan with a high annual deductible. Deductions
can be made at any time, even when the participaat is no longer in the high deductible plan.
Employers can contribute to the HSA, but the maximum contribution to a plan cannot exceed the
plan deductible. Medicare beneliciaries are not permitted (o contribute to HSAs, but they can
make withdrawals {or certain expenses. Individuals older than 35 can make limited ~catch-up”
contributions.

Health Reimbursemeat Arrangemeats ("HRA™) are employer funded health plans that
reimburse employees tor qualificd medical expenses. A high deductible health plan can also be
used. but is not required. {(an HRA is oftered with plans with high deductibles, it can be used to
assist the cmplovee with mecting that deductible. HRAS can also be used to allow caployees to
purchasc benefits, including for long-term care and health care during retiremeat. HRAs are
paper accounts only, and no expense is incurred by an employer until there is a claim. Unused
“funds™ can be rolled over for use in subsequent plan years. {fan employee leaves employment,
the employer is not required to make unused amounts avaitable to the employee.

Like defined contribution plans, account-based plans may result in a somewhat more predictable
and controllable future tiability for the County. These account plans can be used in combination
with certain delined benefit and defined contribution plans. again resulting in aumerous possible
combinations and resulting options.
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The purpose for this section of the report is to identify the potential funding gaps. provide some
context for the vatious funding options, and address the implications of doing nothiag.

Ideatification of the Funding Gap

The difference between the total Annual Required Contribution (ARC) and the current “pay-as-
you-go™ funding for retiree health benefits is the initial funding gap. The chart below shows this
calculation in total as well as for.the County government itsclf and the three component units.
Similar calculations can be made under the other two discount rate scenarios. The total ARC gap
using a 6% discount cate is $97.7 million, and using a 4% discount rate is $137.2 million.

Identification of Initial Funding Gap
Discount Rate of 8%
(dollars expressed as millions)
Board of Community
County Education Coflege Libraries Total

Baseline
Amortized AAL $39.7 $38.3 $2.5 $1.5 $82.0
Narmal Cost %230 _ %938 %7 %11 33556

Total ARC 627 $48.1 342 $26 ] %1176
Pay-as-you-go 3150 $251 313 30.8 $422
Total ARC Gap 3477 3230 329 318 $754

% of whole 63% 31% 4% 2% 100%

This initial funding gap can be broken down into two different components as shown in the chart
below. The “Amortized AAL Gap™ represents that portion of the tunding gap that is due to
liabilities incurred over many years in the past. It can be thought of as a “backlog” of sorts. The
“Normal Cost” component sepresents that portion of the funding gap that is atiributable 10 the
budget year in question (i.e., FY2008). This should be thought of as a “recurring” cost.

Two Components of Initial Funding Gap
(dollars expressed as millions)

Discount Amortized Normal Totat ARC
Rate AAL Cost Gap
8% $398 © $356 375.4
6% $43.3 $54.4 $97 7
4% $48.2 $89.0 $137.2

County financial policy dictates that one-time funds should not be used to fund “recurring costs”
such as the Normal Cost gap. However, it may be prudeat to apply one-tume funds to tund a
“backilog™ such as the Amortized AAL gap. '
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{f noae of the previously presented options 1o reduce the liability are chosen and the ARC is not
otherwise reduced, then the final funding gap would be as shown on the previous page. Il the
ARC is reduced by some combination of options totaling $75.4 mitlion, then the final funding
gap wotutld be reduced to zero. [f the ARC is reduced by some combination of options totaling
haif of the initial funding gap, then the final funding gap would be $37.7 million.

Similarly, under the 6% discount rate scenario, the final funding gap would range from $0 to

$97.7 miltion, with $48.9 being the midpoint. And, under the 4% discount rate scenario, the
final funding gap would range from $0 to $137.2 million, with $68.6 million being the midpoint.

Putting the Final Funding Gap in Coatext

[f options are sought to tund the final funding gap, they can be broken down into three broad
categories: increasing revenues, decreasing expenditures, and other sources. While it's not
within the scope of this report to make recommendations as to funding approaches, it is useful 0
view these possible final funding gaps in the context ot specitic areas within these three broad
categories.

[ncreasing Revenues

* A one-ceat increase in the property tax yields about $35 million annually.
s A 23% wncrease in the income tax from 2.36% to 3.20% would be the maximum atlowed
under state law and would vield about $80 million annually. This tax rate is comparable

" to Howard. Prince George’s, and Montgomery Counties.

* A 10% increase in the income tax from 2.56% to 2.82% would yicld about $32 miliion
annually and is comparable to the Baltimore County tax rate.

*« A 5% increase in the income tax rate from 2.36% to 2.69% would vield about $16 million
annually.

Decreasing Expenditures

* Oue pereent of all salaries (including component units, and FICA and pension where
applicable) equals about $7.3 million anaually.

¢ [norder to provide a departmental context for any potential changes i expenditure
levels, a departmental breakdown of the £Y2007 Approved General Fund operating
budget 5 shown in Appeadix D. Overall, the total ARC of $117.6 millioa is
approximately equal to 10% of the General Fund operateng budget.

@
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- Accrual Accounting — A term used to describe the method of recognizing costs when economic

_ events occur regardless of when cash wilf be needed (o satisfy obligations.

Actuarial Accrued Liability (AAL) — This is the portion of the Total Present Value of Projected
‘Benefits (TPV} attributable to service provided to date. For exarple, if an individual is expected
to have 25 years of service upon retirement and has 10 years of service at the valuation date, the
AAL is 10/25ths of the TPV. For someone that is already retired at the valuation date, the AAL

is equal to the TPV,

Actuarial Present Value of Tofal Projected Benefirs — This represents the total projected
benefits to be paid to employees / retirees discounted back to current dolfars.

Actuarial Valuation Date — This is the date as of which the actuacial cvaluation ts pertormed.
The evaluation uses employer data as of this particular date to calculate liabilities, etc.

Actuarial Value of Assets (AVA) — The market value ol assets that have been set aside
exclusively for funding retiree healtheare. For plans that are not funded, the AVA = $0.

Amartization Period — The time period used to amortize the Anaual Required Contribution
(ARC) related 10 past service costs.

Annual Required Contribution (ARC) - The annual contribution required to conform 1o GASB
45 standards and avoid a liability from appearing on the balance sheet. The ARC consists of two
parts: (1) a payment against the previously unfunded actuarial accrued liability (UAAL) which is
equal to the UAAL amortized over a set aumber of years (maximum allowed is 30 vears), plus
{2) the Normai Costs. o

Blended Premium - A healtheare premium that docs not take into account the age of the
individuals covered, as when a single premium is used {oc both active and reticed emplovees.

Governmental Accounting Standards Board (GASB) — GASB is a nationally established board
that sets standards for accounting and reporting for State and local governments and theic
compoucnt units. Governments tollow these standards in order to taicly present financial
information and to receive an unqualified audit opinion on their annual financial statements.

Implicit Rate Subsidy - The de facto subsidy of retirees by permitting them to pay lower than

age-adjusted premiums through the use of a single common or blended premium for both retirees
and active employees.

Normal Service Costs - The portion of the Total Present Value of Projected Benefits (TPV)
allocated to the current year (i.e., the amount attributable to services provided to date by current
employees). For example. if an individual is expected 10 have 25 years of service upon
reticement, this is {/25th of the individual’s TPV, There s no Normal Service Cost for eetirees.

Other Post Employment Benefits (OPEB) - This term 15 used to describe any benefit (separate
from a pension plan) offered to employees after ciaplos ment is severed.
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Past Service Costs — The portion of the Total Present Value (TPV) that relates to services
rendered by employees in past years.

Pay as you go — A term 1o describe the method of recognizing costs as bills are due. This
method ts based on when cash will be needed to pay the bills. When used in reference to OPEB,

this termn refers to the actual costs incurred by the government to pay for retirec healthcare in a
given fiscal year.

Total Present Value of Projected Benefits (TPV) — An amount calculated by actuarial methods
to estunate the amount of benefits (in current doflars) both former and current employees will be
paid during retirement. The calculation estimates the required future pay outs and then
determines what those pay outs are valued in today’s dollars. For an individual person, this
would be the value of all benefits expected to be paid from the date of retirement until death
discounted back to the valuation date.

Total Projected Benefits — An amount calculated by actuarial methods to estimate the amount of
benefits both former and current employees will be paid during retirement.

Unfunded Actuarial Accrued Liability (UAAL) -This represcats the amount of the AAL for
which tunds have not been set aside. 1tis caleutated as the actuarial accrued liability (AAL)
minus the actuarial value ol assets (AVA). For plaas that are not funded, the UAAL is equal to
the AAL.
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BULLETIN NO.: (5-04-13 {X] DEPARTMENT HEADS
SUBJECT: Eligibility for Health Insurance ,
_ As A Retired County Employee  [X| PLEASE POST UNTIL
December 31, 2006

DATE: January 1, 2006 [ | GENERAL DISTRIBUTION
TO ALL EMPLOYEES

[X] PERSONNEL OFFICE

This policy supercedes atl previous written policy statements and is effective January |, 2006
unless otherwise indicated.

Policy:
[ Eligibility for Beaefits

a. Emplayees of the County government who are participants in the County Pension
plan and were hired prior to fanuacy |, 2006, are eligible to participate in the
Caounty-sponsored  post employment health  benefit programs  upon  their
retirement.

b. Lmployees hired or re-hired after January 1, 2006 must retire directly from Anae
Arundel County Government and must have a minimum of 15 years of credited
pension service as defined by Section (-203 (a), Article 5 (old Article 7), Anne
Arundel County Coade to be eligible to participate in the County-sponsored post
employment health benefit progeams upon retirement.

¢. Dependents of a reticee will be eligible for coverage as long as the retirce is
receiving pension payments. Survivors who continue to receive pension payments
after the death of the retiree are eligible to continue coverage, but may not add
additional dependents unless there was a prior dependent relationship between the
original retiree and the covered dependent.

d. Thosc employees of the Anne Arundel ficonomic Development Corporation who
are participants in the County Pension Plan and who were hired prior to January

{. 2006 are eligible to participate in Couaty-sponsored post employment health
benefit programs upon retirement. .

Bulletin #05-04-153
Page 2



OFFICE OF THE COUNTY EXECUTIVE
: ROCKVILLE, MARYLAND 20850
Isiah Leggett

Counry Executive

MEMORANDUM

April 5, 2007
TO: Marilyn Praisner, President
Montgomery County Council
y A
FROM: Isiah Leggett, County Exccutiv%ﬁg/

SUBJECT: Information Supporting Resolution for Five-Year Phase-In of OPEB Obligation

The purpose of this memorandum is o provide additional information regarding
the County’s discussions with the rating agencies regarding its outstanding OPEB obligations.
As you know, I am strongly committed to the County’s existing agreements with the rating
agencies and moving forward with funding of the difference between the current pay as you go
funding and the ARC over a five-year period beginning in FY0S8. I believe that this approach is
not only an appropriate way to address an obligation of this magnitude, it is what was carefully
negotiated with the rating agencies. Funding consistent with the five-year phase-in is included in
my Recommended FY08 Operating Budget for Montgomery County Government, Montgomery
County Public Schools, Montgomery College, the County portion of M-NCPPC, and WSSC.

As has been documented in various MFP packets over the past several years, the
County began its work to prepare for the new accounting rules early, with the release of the first
exposure draft of GASB 45 in 2003. At that time, Montgomery County was prompt in obtaining
an actuarial valuation of its outstanding OPEB cbligation.

That actuarial valuation was performed by Mercer as of July 1, 2003 and
presented to the County in November 2003. At that time, Montgomery County’s Finance
Director began discussions with the rating agencies to ensure an accurate common understanding
of the GASB 45 requirement, how it would impact the County’s financial statements, and what
the impact would be on the County financially if full pre-funding was implemented. Thereafter,
the County’s OPEB obligation was reflected in its fiscal plans and rating agency presentations,
beginning in March 2004, Three consecutive years of fiscal plans — the FY(05-10 Fiscal Plan
presented in March 2004, the FY06-11 Fiscal Plan presented in April 2005, and the FY07-12
Fiscal Plan presented in April 2006 — were included in the presentation. The OPEB obligation
was displayed on the Fiscal Plan as a $156.3 million expenditure pressure beginning in FY07 on
the FY05-10 plan and shifted out to FYO08 on the latter two fiscal plans.

While the rating agencies were impressed that the County was presenting its
OPEB obligation in this planning document, the discussions focused on how Montgomery
County and other affected governments would afford the large amounts often resulting from the
actuarial valuations. The County first floated the concept of a multi-year ramping up to the full
ARC around the same time that the County received the updated actuarial report. Still concerned

o)



Marilyn Praisner
April 5, 2007
Page 2

about the large impact on County finances of full pre-funding, Finance began advocating for a
phase-in approach and over the next year obtained assurances of the rating agencies’ comfort with
that approach. Ensuing conversations focused on the time frame for the phase-in, and I
understand that the first time frame discussed was three years. However, additional negotiations
focused on a five-year phase-in, and that was the plan finally agreed upon.

I'have attached a copy of the Fitch Ratings June 2005 Special Report on the
Credit Implications of GASB 45, which notes the assistance of Finance Department staff at
Montgomery County and discusses expectations for governments to steadily ramp up annual
contributions to actuarially determined levels or taking other actions to address the funding,
“much the same way they responded to the adoption of pension system actuarial and accounting
 standards.” This article also notes that “over time, a lack of substantive progress in funding and
managing OPEB liabilities or a failure to develop a realistic plan to meet annual OPEB
contributions could adversely affect an issuer’s credit rating.”

In stark contrast to the previously displayed $156.3 million full pre-funding of
the County’s OPEB obligation displayed in its last three fiscal plans, the FY08-13 Fiscal Plan
reflects a contribution of $31.9 million in additional funds included in the tax-supported agencies’
uses in FY08, ramping up to $187.7 million in FY12. These amounts reflect the latest actuarial
valuations completed for each of the tax-supporied agencies in the past year. These five year
phase-in amounts were also reviewed by the Council and highlighted by the Council Staff
Director in the Council’s QOverview of Economic Indicators and the FY08-13 Fisca! Plan packet
this past December (excerpts attached).

I want to commend the Multi-Agency OPEB Work Group for its good work in
this area over the past four years, and its member’s efforts to collaboratively update valuations
and include amounts consistent with the agreed-upon five-year phase-in approach in the
respective agency budgets. With the costs of our promises to retirees in terms of health benefits
fully disclosed in our financial statements, and an expectation that these benefits be funded, our
challenges in containing the costs of these promises becomes great. At a minimum, we need to
continue to commit to the current plan to fund the obligations already in place.

In summary, 1 strongly caution the Council against moving away from the
commitment already negotiated with the rating agencies and included in its fiscal planning
documents in regards to the County’s five-year phase-in of funding for its obligation to its retirees
for health and other benefits. We cannot unilaterally change the schedule without potentially
negatively affecting the County’s rating. At best, we would have to go back and renegotiate the
schedule without certainty that it would be accepted.

IL/jeb

Attachmcms
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Speciat Report The Not So Golden Years
Credit Implications of GASB 45

Analysts " Summary

Joseph £). Mason A new public sector accounting standard touches oa three hot Lopics:
1703 245-3068 ‘ skyrocketing health care costs. the ongoing national debate over
Jeseph.mason@fitchratings.com retirement -security, and the recent emphasis on greater (inancial
Amy S 1 I disclosure. Govemmental Accounting Standards Board {GASH) Statenenu
! 435‘7;]2’?;’6":2" No. 45 relates 1o other post-employment benefits (OPEB) — payments

and services provided for retirees othiee than peasions. OPEB consist
mainly of sctiree health care benelits. GASH 45 applies the accounting

amy doppelu@iitchratings.com

Amy & Laskey methodology used for pension liabifitics {GASB 27} to OPEB and is
I 212 9080368 simifar in concept to -an accounting standard adopted for the private
amy laskeyi@fitchratings.com sector in the mid-1990s.

David T. Litvack

The new standard, 10 be implemented beginning in fiscal 2008 for
many large govemments, is timely given the aging demographics of
the governmental work force. [t also reflects the consistent efforts of
The authars wish o thank finance deparimery e GASB to improve financial statement transparency and alipn
staff &t Montgomery County. MD for sharing  Public accounting more closely with that of the private sector.
the results of a preliminary study of the
county’s OPER linbifities, which provided  GASB 45 does not increase costs of employment, but anempts 10 more
vafuable context to this report ‘ fully reveal them by requiring governmental waits to include future
- . OPEB costs in their financial statements. Under current praclice,
Related Research nearly alf governments pay onlty the cast of OFEB due in the current
*  “Revemal of Forlune: The Rising Cost of  year, with no effort made to accumulate assets 1o offsét future benefit
Public Scctor Pensions and Other Post-  costs. While not mandating funding, GASB 45 does establish 2

Employment Henefits,” Sept. 18, 2003 framework for prefunding of future costs. -
= “Local Governmients Pressured by Rising
Employee Health Care Costs,” Dec. 13,

t 212 908-059)
david. litvack@fitchratings com

2004

June 22, 2005

Amounts required to prefund OPER on an actuarially sound basis are
likely to significantly exceed annual pay-as-you-go outlays for thesc
benefits. Many actuaries believe, bolstered by preliminary studies done
on behalf of a few proactive governments, that actuatially determined
annual contributions could be five 10 10 timnes higher than cument
EXpENses In many Cascs.

Fatch Ratings views GASB 45 as a positive step toward more fully
illuminating govemmental obligations 1o retirees, but acknowledges
the inherent tension between atlocating scarce resources woward eritical
govemnment services today and meeting the funding requirements for
retireroent benefits that might not be duc for decades. Fitch anticipates
that governments wili thoroughly review retiree benefit programs and
that responses to OPEB funding challenges will vary considesably,
However, Fitch expects many governments will 2pproach GASD 45 in
much the same way they responrded to the adoption of pension system
actiarial and accounting standards, by steadify ramping up annual
contributions to actuarially determined leveis, attering benefit plans, or
taking other actions to ensure long-term plan solvency .

www filchratings .com
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“Credit Highlights

« Governmental . Accounting Standards Board
(GASB} Smemen! No. 45 will be the accepted
accounting practice for governments as of its
implementation - dates.” Failure -to comply would
‘prevent’ auditors  from. rcimsmg 2 “clean”
audit opinion,

"*  The switch {o- actuarial’ funding from 2 pay-as-

" you-go practics may- have a ﬂmblc ‘fiscal impact.

However, Fitch Ratmgs behcvcs that- meemg‘

actuarial funding. requiremients - for otlm prost-

-employment benefits (OPEB) will be.a slabllmng

factor and protective of credit over ume

- Flitch expects 2 wide range of ineful

by-product. Such an increase, taken in the context
of a sound OPEB [unding plan, will not by itsetf
affect credit ratings,

Fitch dacs not-expect OPEB plan funding ratios
to reach the generally high levels of pension
systems for many ycars, but steady propress
toward reaching the actuarially determined
annual contribution level will be critical to sound
credit quality.

Assumpnons play a crucial role in calculating
plan asscts and.fiabilitics. As actuarial standards
for OPEB-plans become clear, Fuch will review
the undedying assumptions and wili view
negahw:ly any -that 2 are soverly aggrcsswe When

15 _@.Emg—tcm: dcfcrm! of
3 s:gn of fiscal s!mss that will

Failure to make acarially determined QOPER plan
contributions will most likely result in rising net
OPEB obligations, which like rising net pension
obligations are a deferral of financial responsibility.
Therefore, over time, 2 tack of substantive progress
in funding and mznaging OPEB labilities or a filure
o develop a realistic plan to meet annual QPEB
contributions could adversely affect an issuer's credit
rattng. Conversely, in Filch's opinion, the prudent
accumulstion of assets in a trust account outside the
general fund and well in advance of pay-as-you-go
cost escalations can avoid or forestall {liquidity
problems or tax capacity concerns that nright lead to
credit detertoration.

8 mplementation Schedule
GASB 45 wilf be phased in, beginning with the targest
© governments, effective:
+  Fiscal periods beginning afler Dec. 15, 2006 for
govermments with annual sevenue greater than
$180 miltion.

=  Fiscal periods beginning afler Dec. 15, 2007 for
governments with annual revenue  between
$10 million and 3100 million.

= Fiscal periods beginning aficr Dec. 13, 2008 for
governmients with revenue under $10 million.

®  Exploring GASB 45 .

GASB 45 furthers the effort to diselase the tot! cost
of compensation eamed by public sector employecs.
Some of this cost, Spcclﬁcaily the salaries and celated
benefits of active workers, is already recognized an
the statement of revenues, expenditurcs, and changes
in fund balance (income statement) prepared annually.
Similarly, the cost of pension benefits for current and
retited workess is recognized throuph the implamentation
of GASB 27, which requires income statement
secognition of annual employer contributions to pension
systems and balance sheet recognition of net pension
obligatioas (most ofien 2s a liability , but theoreticatly
an asset}. GASD 45 largely adopis the accounting and

The Nat So Golden Years
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actuarial valuation methodologics used for pensions,
making minor adjustments 1o reflect the different nature
of OPEB and the reality that very few povernments
have funded OPEB plans.

OPEB printasily relate to retiree health care, but can
also include life insurance and other benefits. OPEB
contributions by employers generally take the form of
direct indemnity paymients or full or partial cost-
sharing of annual insurance premiums, but can also
take the form of an impficit subsidy. This occurs
when retirees pay 2 health insurance premium that is
bascd on a larger risk pool, thereby benefiting from a
lower premium rate than if they had o pay the full
age-based premiutn,

Under GASB 45, governments praviding benefits to
more than 200 plan members are required 10 have an
actuarial valuation of their OPEB plans done every
two years. Most governments accessing the capital
markets fall under this requircment. The OPEB plan
is defined as whatever constitutes the “substantive
plan” incorporating writien and documented plan

elements, as well as nondocumented elements that

have been communicated and understood between
the employer and employees. The actuarial vatuation
determines the acwarial presemt value of future
liabilities — in essence, the amount thal, if invested
at the valuation date, would be sufficient to meet alj
tiabilities, assuming embedded assumptions hold true.

From the actuarial valuation, an annually required
contribution (ARC} is determined. The ARC is the
portion allocated to the current year of the amount
necded (0 pay both the normal costs (current and
future benefits carned) and to amortize the unfunded
liability (past benefits earned but not previously
provided for). GASB 45 ‘requires amortization of
unfunded liabilities over a maximum of 30 years.

GASB 45 requires an accounting of a government's
compliance in meeting its ARC. Contributions in an
amount {ess than the ARC resull in a net OPEB
obligation, which is 1o be recorded as a liability on the
govemmentwide financial statements and full accrual-
based fund statements. Only the cmployer's payments
count toward the ARC; employes matching payments
do not. The direct payment of benefits counts as a
contribution toward the ARC. However, since nearly
all plans will have somec past service liability to
amortize, simply continuing with pay-as-you-go funding
is likely to result in rising net OPEB obligations.

Unlike GASE 27, which covers employer accounting

for pensions, under GASB 43 there will be no net
OPEB obligations reported at transition {unlcss a
government volunteers to record onc). Unfunded
OPEB plan liabilitics will be present as governinents
begin to implement the standard, but governments
will be required to disclose their compliance in
meeting the ARC only on a going-furward basis. The
foototes 10 the (inancial statements will include
inforuation on compliance in meeting ARCs, the
cumulative net OPED obligation, and the actuarial
funding catio of the OPEB plan (assuming a trust
account ¢s estabiished).

B OPEE Trust Funds

A critical element to making OPER plans affordablc
and actuarially sound is GASB 45's requirement thar,
in order for actuarics to permit the use of a long-teri
investment retuen assumption, govemments must set
aside plan assets in an irevocable trust. Funds
accumulated or camarked but held outside an
irevocable trust are limited t© an investment retum
assumption consistent with general povernment
investments, which are typically shoner in duration
and lower in vield. Partialty funded plans are required

to use a blended rae, based on the proportion of

conrributions being used for assct accumulation versus
payment of curvent bencfits,

The camifications for OPEB plan valuation arc

enormous, s long-tenn return assumptions ace wsually -

at fcast twice those of shon-tenn investments. The
higher the investment reum assumption (discount
rate), the lower the present value of future liabilities
and the corresponding ARC will be.

Governments and actuaries are currcatly exploring
different types of trust mechanisms, with no clear
consensus emerging to date. Options include 40L(h)
accounts, voluntary emplayee benefit accounts,
section 115 govenmental trusts, and others. The type
of trust account used may vary depending on the design
of the OPEB plan. One consideration for governments
niay be weighing the financial benefits of establishing
a trust against the lepal and human resources
management implications. Many govemments reserve
the right to unilaterally revoke OPER, Establishing a
trust fund may be seen as conferring a permanency to
the benefit plan that might ot be iniended.

& Role of Assumptions

As they do for pension systems, economic and
demographic assumptions will play a critical role in

The Nat So Golden Yeary
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determining the magnitude of OPER plan liabilities
(and cventually asscts). Beyond the discount rae
assumption discussed in the previous section, projections
of health care costs and retirement rates and ages will
be crucial o OPER plans.

- Health care costs have riscn rapidly since the mid-
¥990s, with double-digit growth rates in some years.
The pace of health care cost growth outstrips the
salary and geoeral inflation assumptions embedded in
pension plan vahuations, making OPEB liability growth
potentially more volatile. Fitch expects initial variability
in edical inflation assumpions, with actuaries making,
adjustrments over time based on experience.

Retirement rale assumptions projcct how many plan
members will leave active service and begin coliecting
OPEB during the valuation period. Studies have shown
that the public sector work force is disproportionately
made up of baby boomers, who are nearing retirement
age. The pace at which they retire will have a
significant effect on Habitity valuations and couid
even affect investment perfonnance, a5 plan managers
may have to adjust investment aliocations 1o maintain
liquidity sufficient to meel cutrent benefit cxpenses.
Retirement age is also important, given the existence
of Medicare. [n most cases, OPEB health care costs
would be af Jeast partialty offset by Medicare. However,
retivement age rules vary significanily among and
within governments, with some plans having to carry
OPEB for 10~[5 ycars untit Medicare eligibility is
reached, and others facing much shorter exposure.

#® mplementation Issues

GASB 45 potentially creates legal, techmical, and policy
tssucs for the public sector.

Defining the- “Substantive Plan™: Determining the
precise definition of an OPEB plan is the task of the
employer, in consultation with the actuary. Written
documentation of the benefit plan may or may not
accurately reflect the currently undersiood version
of the plan. Employers have a financial interest in
morc namowly defining the substantive plan. which
may put them at odds with employee groups. Legal
challenges or labor grievances can be envisioned.

Legal Status of OPEB: In many states and localities,
pension benefits are congtitutionally protected, statworily
defincd, or atherwise codified. While OPEB may
have the same status in some jucisdictions, wmany
governments have greater administrative control over
OPEB. If employers seck 1o modify or eliminate

OPER fur some workers or cetirees, legal clari fication
may be reguired.

Medicare Part D: The implementation of the new
prescription dreg benefit under Medicare is under
way and scheduled to po inlo effect Jan, |, 2006
{ntegration with government OPED plans will take
time and will be complex. It is not clear at present
whether this {ederal program wiil provide a (inancial
benefit to ar impose additional costs on state and
local governmments.

Labor Relations: Faced with potentially large costs to
prefund OFER plans, governments may sock concessions

“from active and retired employecs. Conflicts could

lead to work sloppages or recruitment and retention
problems. Filkch expects such difticultics to appear i
the more heavily unionized areas of the couatry,

® Potential Funding Solutions
Governments will likely explore swilching employees
to a defined contribution system for OPEB. Once the
government makes its scheduled contribution 1o
employees or heneficiaries, afl risk is wansferred
to the employee. While an atiractive option for
employers, it is likely achievable only for new hires,
as existing beneficiarics have an interest in retaining
the current system. Pralonged resistance by employee
groups ~to defined contribution pension funding
underscores this difficulty.

Governments facing large unfunded liabilitics and
steep ARCs may consider OPEB (unding bonds.
However, state laws are generally ot explici regarding
issuing bonds for this purpose, creating a potential
impediment to capital financing for OPEB. [ legally
allowable, OPEB funding bonds may be structured in
the same manner as pension obligation bonds, which
atiempt 10 take advantage of the interest rate
differential between taxable municipal bonds and the
assumed investment retsmn on plan assets. Bonds
could be issued to fund all or a portion of a sponsor’s
unfunded OPEB liability, with the hope that the debi
service on the bonds would be less than what the
sponsor would otherwise have 0 pay in annual
OPEB ARC caosts over the fong term.

Fitch believes that OPEB funding bonds, if used

* maderatefy and in conjundtion with 3 prudent approach

to investing the proceeds and olher plan asscts, can be
& useful 100! in asset-liability management. [However,
a failure 10 follow balapced and ‘prudent investment
praclices could cxposc the plan sponsor to market losses, _

The Not So Golden Years
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Because a sponsor's unfunded QPEB Jiability will be paid on time and in full, rather than a safier fiability
factored into the rating, band issuance would simply that can be deferred or rescheduted from time to time
move the obligation from onc part of the govemmentwide during periods of fiscal stress. Consequently, issuing
or full accrual-based fund financial statements 1o boads (0 fund an OPEB plan couid have a significant
anather. However, Fitch notes that OPEB or pension effect on financial flexibility over time.

funding bonds create a true debt, one which wmust be

Copyrighs © 2005 by Fish, e, Faich Rabwpt Lad and s subsidiasies. Dot Scxte Sarmet Plaza. NY, NY 10004
Telophone. 1-$00-15) 4614, {212 908 0900 Far, (112} 4004415 Reproduction o reizantOwtmon i wiwle or i Pt is prabubited evoept by i
h’mnuinmﬁmlhﬂwilhmdu-‘m&.’uﬁmﬁu&.ﬁ‘.ﬂm.w‘n‘dm‘-.ﬂﬂhﬁmMFiﬁidiwahbc!diﬂ: Pm‘mu.u-u-.ml,u
tnath o of any wach jai; As 0 sy the indi b ot s rmpant ix po "‘uis"-uumm-rwduykﬁu A Fuch ranng i; e dpanion as e
mdlm.mmﬁﬂdm'lnnll‘-“lll‘uehllﬂn.lﬂ'dwMdkw‘ﬁsmﬂﬁhqﬂ'ﬁﬂymﬁﬁhﬂ‘g“muaﬂqpmd
Sy scrarity. A POt providng 4 Ench raimg 1 eoither & aar & sl for th ink i
wih the wale of Ge secunne lwwhﬂmw_wmnnnn-mimh,-\,-mmhnled-wa.‘_-l‘id,ﬁd\duumpronik'-nwadricdm;-m
FERings are ok 3 recOMERAIOR & buy, Il A Boké sy Fecurity hmnammu&m(m-m_&ﬁm«,dmmfm.,mu.,.'....,q.;_..um.
extmgx aature or taxabebly of pavmonts AAE sh rESEeT 1D My SoCMNRY Fmﬂvafufmism.mm.mmoﬁuoﬁim.md & [or ratymy Skt s
emerally wiry Eroms LISTM QU 1 WSLY 1563 0000 dot e appiviable coTenty e vabent) et 14wt ' corvan caoc, Fish oo\ rmc o1 or 3 memlber of s v swed by a particyl s ripwer. of miwed
o puarantoed by 1 parocler wcwmr of guaantor, for o poghc sl (o Such foos are sopeed 1 vary from USDI0 00 10 USDE 00,106 {ur the Wpphcible cuttcacy aqpusshad| The
gr poblication, = & ;i Jamn-;h-l-'-u:hﬁlll-lcmmacmwlbrfldlhucmnmenncwmnmm-imn} fRRIron wxismend filad under ghe
Urired States secunie,. Lius, the Fnanasd Serrces and Market Act of 200 of Grea Britgh, o the cocwsties bews of any particulsr puntdicans Dhuc 1o the relatenc afiamncy of dectrons
p-bumwammfnmmmm-knmmuem‘mwuﬁml-nuwm-p-u-m

All aighty resered AR of the

The Not S¢ Golden Years



AGENDA ITEM #3
December 5, 2006
MEMORANDUM
December 1, 2006
TO: County Council

FROM: Stephen B. Farber, Council Staff Dimcm%’c

SUBJECT: Overview of Economic Indicators and the FY08-13 Fiscal Plan

This overview of economic indicators and the FY08-13 Fiscal Plan is a precursor to
Counci] action, scheduled for December 12, on fall spending affordability guidelines for the

FYO08 operating budget. The Management and Fiscal Policy Committee rewewed these reports *

on November 27.
Economic Indicators

Finance Director Tim Firestine, Treasury Division Chief Rob Hagedoom, and Chief
Economist David Platt briefed the Committee on recent national, regional, and County economic
data. They discussed the graphs and charts on ©1-26.

The national indicators continue to present a generally positive picture, but evidence of a
slowdown persists. Real gross domestic product rose at a rate of 2.2 percent in the third quarter,
down from 5.6 and 2.6 percent in the first and second quarters. The key factor is the continued
decline in residential fixed investment. While the stock market has rebounded firmly since mid-
August, long-term interest rates have eased, and the price of oil has retreated sharply from its
peak, the housing sector continues to cool.

The regional economy remains one of the nation’s strongest, but it too is moderating. For
counties nationwide of at least 250,000 people the top ten for median household income include
Loudon, Fairfax, and Howard as 1"-3 and Montgomery and Prince William as 6™-7". Payrol!
employment continues to grow, but home prices have softened. Year-over-year core inflation
was up 3.7 percent in September, but the overall CP1 increase slowed from 4.6 percent in May to
2.8 percent in September because of the decline in energy prices. Some regional analysts project
that priorities of the new Congress may lead to slower growth for defense, homeland security,
and pharmaceutical firms and the office rental market.



County economic indicators are generally positive — the unemployment rate is just 2.7
percent and employment growth has been strong ~ but residential construction continued its
steady decline, with starts this year down 29 percent. Home sales through October were down
- nearly one-fourth compared to 2005, to the lowest level since 1998, Average home prices were
up 6.1 percent through October compared to 2005 but were flat for the July-October period.

The summary on ©26 highlights these national, regional, and County trends and lists
several “early alerts™ for policymakers to consider.

FY#8-13 Fiscal Plan .

OMB Director Beverley Swaim-Staley and Operating Budget .Coordinators Alex
Espinosa and Beryl Feinberg, as well as Messts. Firestine, Hagedoormn, and Platt, joined the
Committee to review the first edition of the FY08-13 Fiscal Plan. See ©27-71.

The Committee has collaborated with OMB and Finance to develop and refine fiscal
projections since 1993 and has reviewed updated editions each spring and fall since then. There
has been continuous improvement in how best to display such factors as economic and
demographic assumptions, individual agency funds, major known commitments, illustrative
expenditure pressures, gaps between projected revenues and expenditures, and productivity
improvements, The agencies have also worked to harmonize their fiscal planning methodologies.
It is important to note that each edition of the Fiscal Plan reflects a snapshot in time, and
that with each edition the picture will change.

Current Edition (November 2006)
Points of special interest include the following:

1. The most important changes in the revenue summary on ©28 are for income tax and
transfer and recordation taxes. The current estimate for income tax is $106.5 million more
than the May 2006 estimate for the FY07 approved budget. The current estimate for transfer and
recordation taxes is $50.5 million less than the May estimate. These changes reflect the strength
of the job and stock markets and the weakness of the housing market. The current estimate for
these revenues in FYO08, compared to the May estimate, also reflects these changes: $133.7
million more for income tax and $38.3 million less for transfer and recordation taxes.

2. The key page in this presentation is the Fiscal Plan Summary on ©32. The list of
selected assumptions for expenditures on ©31, including three tiers, is clear and well crafted. So
is the list of footnotes on ©33.

o Tier 1 on ©32 assumes that agency expenditures in FY08 will rise by 7.3 percent, the
10-year average historical rate of growth. This is a more realistic number than the 6.3
percent used in the April 2006 edition of the Fiscal Plan, but the experience of recent
years suggests that it is still too low.



¢ Tier 2 includes the incremental cost for a five-year phase-in of the accrual standard for

retiree group insurance. (GASB 45 requires disclosure of this cost. The Committee-

reviewed this issue, including pre-funding, with the agencies on November 27.) The
incrementai cost, $31.9 million in FY08, rises steadily to $187.7 million in FY12.

o Tier 3 reflects property tax at the Charter limit.! Compared to current rates, the Charter
limit would mean a revenue reduction of $159.3 million in FY08 (or slightly less,
depending on how the reduction is designed). But as Mr. Andrews noted on November
27, even at the Charter limit, property tax revenue would be $43.9 million or 3.8
percent more than in the FY07 approved budget.

Nonetheless, a revenue reduction of $159.3 million would have a large impact on the
FY08 budget process. The Fiscal Plan Summary on ©6 suggests that a workable design
for the FY08 budget can be crafted with revenues as currently projected, including
property tax at current rates. This is so even if the first year phase-in cost for GASB 45
is included. But property tax at the Charter limit produces a gap of $173.7 million.

On the other hand, continuation of current rates, given the rise in assessments of recent
years, would result in an increase in homeowners’ property tax bills of 10 percent, the
County’s cap on increases in taxable assessments.

To illustrate the impact of meeting the Charter limit in FY08, Mr. Sherer’s initial
calculation for the fall spending affordability guidelines for the FY08 operating budget
shows that assuming (a} the Charter limit, (b} the first-year phase-in of GASB 45
expense, (¢) Finance’s revised revenue estimates, and (d) maintenance-of-cffort increases
(only) for MCPS (2.4 percent) and the College (4.0 percent), the increases available for
County Govemnment and M-NCPPC would be just 1.8 percent each.

Another key aspect of Tier 3 is the out-year impact of the Charter limit. Since the base
for computing the limit declines (from what it would be at current rates) each time it is
met, the revenue loss, compared to current rates, grows sharply over time — to $657.1
million in FY13. As a result, the gap in FY13, if the Charter limit is met each year until
then, grows to more than $1 billion.

3. With regard to revenues, two additional peints are worth making:

_® The assumption for FY08-13 is that the tax increases (on income, energy, and
telephones) approved to deal with budget challenges in FY04-05 will remain in place.

"The Charter limit, approved by County voters in 1990, permits annual growth in County property tax revenue from
existing real property to increase only by the rate of inflation. The limit does not apply to revenue from new
construction, several more minor factors, or personal property. The Council may exceed the Charter limit with 2
supermajority of 7 affirmative votes, but no criteria, such as emergency conditions, are specified for doing so. The
understanding in 1990 between Councilmembers who sponsored the amendment and Robert Denny, head of
Faimess in Taxation, which had advocated a stricter alternative, was thar this flexibility would enable the Council to
deal with serious fiscal challenges over time. The Council voted to adhere to the Charter limit in FY92-02, exceed it
in FY03-05 (by $4 million, $29 million, and $48 million, respectively), and adhere to it in FY06-07.
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